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PRESENT TENDENCIES IN COMMERCIAL EDUCATION* 


By J. Hueu Jackson, Harvard University 


Introduction. At the 1925 commencement exercises of Harvard 
University, President Lowell, in conferring the Master in Business 
Administration degree upon more than 200 men graduating from 
the Graduate School of Business Administration, congratulated 
these young men upon their entrance into business, a calling which 
he characterized as “the oldest of the arts, and the newest of the 
professions.” And so it is. The origins of commerce are lost in 
antiquity. In the earliest economic orders, before people were 
sufficiently civilized to leave written records of their doings, and 
when one exchanged or bartered his crude wares (perhaps arrows 
or other rude implements) for the possessions of another (perhaps 
the fruits of the chase), there existed the beginnings of business. 

Business and the records of business existed in very early times 
among the Egyptians. Three thousand years before Christ, at a 
time when the great pyramids were built, this people, although not 
a commercial people, had already obtained a developed civilization 
and had brought some of the industrial arts to great efficiency. 
Some of the records of these business transactions, which were 
prepared on papyrus, are still extant;they show definitely in each 
case what the business transaction was, how much was received, 
from whom and when, and the details of how the property received 
was used. We are led to believe that this minute care related not 
only to large amounts, but that even minor transactions were con- 
scientiously recorded. 

Likewise ancient Babylon, which rose to importance some time 
after 3000 B. C., was a market-place for wares brought not only 
from the South (Arabia) and the West (Syria), but also from the 
East (Persia). Clay tablets, which was used for the preservation 


*Adapted from an address delivered at the convention of the Eastern Com- 
mercial Teachers’ Association, New York, April, 1926. 
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of records, have been discovered and deciphered in more recent 
times and indicate an active commerce in the precious metals, grain, 
wool, building materials, and so forth. Similarly, in all the leading 
early civilizations of the world, particularly among the Persians, 
Phoenicians, Carthaginians, Rhodians, and Israelites, business or 
commerce played a very important part in the national life. Even 
to-day we find traces of records relating to such business transac. 
tions as occurred. 


Later, in Greece and also in Rome, not only did commerce reach a 
high state of development, but very definite records of it were kept. 
In Athens the accounting methods were quite highly developed, 
particularly as relating to the finances of the state. In Rome 
central accounting offices were organized not only in the mercantile 
houses, but also in the vast private estates of the patricians; there 
the work under a superintendent was carried on by bookkeepers, or 
tabularii, and their assistants, the latter often being slaves. The 
Romans developed to a high state of efficiency their business and 
accounting methods. This was especially true of the accounting 
control over the public revenues and expenditures; from early times 


they recognized the essential distinction between the person who 
imposes taxes and authorizes expenditures, and the person who is 
responsible for the actual receipts and disbursements. 


The Growth of Business. From such beginnings business has 
grown into gigantic undertakings, often employing, under a single 
control, hundreds of millions of dollars of capital, and tens of 
thousands of men. Its organization has become one of great com- 
plexity and of specialization to a degree undreamed of until its 
actuality was upon us. The marketing function, the producing 
function, the financing function, the recording function (which in 
themselves have become fields demanding the most highly trained 
specialists)—-each has its own problems requiring a special and 
careful solution. Further, within each of these fields, the 
problems vary with location, kind of product, and in other partic- 
ulars which mean success or failure in individual enterprises. 
Last, but not least, the executives who control these gigantic 
organizations have become veritable business kings—they possess 
a power and wield an influence almost, if not entirely, as far- 
reaching as the monarch of a century or two ago. Listen to this 
description of one of the greatest of our modern business executives: 
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For more than twenty years one man has been the chief master of the 
iron and steel industry, with more than 150,000 stockholders above him ex- 
pecting dividends, and 260,000 workmen beneath him demanding wages. He 
presides over an industrial empire owning a land area greater than that of 
Massachusetts, New Hampshire, and Vermont combined; supporting more 
people than inhabit Nebraska; employing more men than fought at Gettys- 
burg; sailing a navy larger than that of Italy; gathering in a larger revenue 
than the United States Treasury before the World War; and representing 
more capital than all the banks in New York City at that time. 

While not a practical manufacturer he is overlord of more than 140 
plants and 1,700 industrial communities ; though neither a railroad nor steam- 
ship authority, he directs a trackage of approximately 4,000 miles and a 
fleet of more than 450 units. He is not a miner, yet his company excavates 
iron ore and coal with an army of 40,000 men; he is no expert steel maker, 
yet his furnaces and mills produce tremendous tonnages each year. 


Such is the romance of business! The spirit of adventure and 
of courage in fronting an unknown future has been characteristic 
of every progressive people of the world; the inventive genius, the 
passionate endeavor, the venturesome courage of the race have been 
built into the unfolding drama of world trade. 

In a recent issue of “Nation’s Business” there appeared a most 


interesting article entitled “The Romance of American Business.” 
According to the author it remains for someone “yet to write the 
epic of romance in business.” He states: 


We know something about the mighty influences which have shaped 
world trade in the past. How, in the days of antiquity, it centered about 
the Mediterranean. How one boom city after another, Tyre, Corinth, 
Carthage, waxed and waned. The Adriatic has been described as a bitter 
sea. We can think of the Mediterranean as a tired sea, its shores littered 
with the wreckage of great commercial booms 

As to the future, who of us can pierce the veil and hazard more than 
a guess as to what is to be? What man can look forward and envisage what 
lies beyond the veil of years? As the Mediterranean stage of world com- 
merce yielded to the Atlantic, may not the Atlantic in turn be destined to 
yield to a Pacific stage? And as Italy yielded to Spain, Spain to France, 
France to England, may not England in turn yield to America the scepter 
of commerce? 


The cartoonist also has pictured this romance of the business 
world. There it is—the sailboat of the fisherman, the ocean grey- 
hound of commerce, the workman of industry, the rushing loco- 
motive, the aeroplane overhead, the farmer at his plow, the oil well 
in the distance. And back of them all stands BUSINESS—a 
knight in full armor, on a prancing steed, his eyes on the future, 
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his shield bearing the cross of service, and on his lance a banner 
bearing the challenge, “Forward.” 

Education in Business. What is the relation of education to 
this interesting, this romantic, this responsible part of the world’s 
work? The aim of all real education is to prepare the individual 
to cope properly and successfully with the problems of life where. 
ever and however he may meet them. This is true whether the 
preparation deals with matters related directly to the vocation 
which he expects to follow, or whether it develops him in ways 
affecting only indirectly, but no less certainly, his vocational life, 
As has been appropriately said, “An individual is educated to the 
extent to which he acquires and organizes experiences.” Accord- 
ingly, the function of education is to furnish either directly or 
vicariously the experience material which will develop imagination, 
train to a high degree of efficiency such qualities of mind as accur- 
acy, memory, and judgment, and will give the individual an actual 
knowledge of facts and an ability to adjust himself to various con- 
ditions of life. Through education every person should so develop 
himself that his expressions of opinion will be respected, though 
not necessarily accepted, by all who may hear them. Says the 
Reverend Dr. George A. Gordon in “My Education and Religion”: 
“Tf a man is not accurate, if he has not a memory rich and reliable 
and becoming more and more so, if he is not sound in his judgment, 
careful about his premises, his processes and conclusions, and if 
he has not an imagination that can open up the future for his 
business in a sound way, his name will swiftly be found among 
the failures.” To develop in ourselves and in our students such 
abilities and characteristics as those named is the purpose of 
education. 

I do not know when education in business began. Probably in 
its rudiments, elementary as they may have been, it has existed not 
only for generations but for centuries. At first, the son learned 
of his father and continued to be what the generations before him 
had been. Later, the boy or young man was apprenticed, many 
times under a legal indenture for a term of years, to someone 
already successful in the trade or profession which the apprentice 
desired to enter. The party whom the apprentice served assumed 
the responsibility of assisting him to acquire skill in the technique 
of the trade—technical efficiency became and has long continued 
to be one of the main goals of business education. Any discussion 
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of present tendencies in commercial education, therefore, which 
neglects the tendencies relating to the technical training of the 
student would be incomplete. 

Tendencies Relating to Technical Training. Perhaps the most 
important tendency in commercial education, in so far as it affects 
the technical training of the student, is the movement to broaden 
the student’s viewpoint by giving him a better understanding of the 
basic principles of economics and business as they apply to the 
yarious subjects studied, and to establish in him a forward-looking 
attitude, rather than to confine his training to empirical rules and 
commercial technique. Schools and teachers are realizing that the 
student cannot learn in school all of the routine of a commercial 
office. As we have already said, the great growth of business 
organizations has meant a degree of specialization heretofore un- 
known; even individual units within a single industry vary greatly 
in their business procedures. Two of the largest units in the 
steel industry, for example, use opposite methods in recording 
and treating certain items in their accounts, yet perhaps no one 
can say that either of them is not, at least for practical purposes, 
wholly correct. The student accordingly cannot, by any possibility, 
learn the exact bookkeeping or business procedures which he will 
find in the particular office to which he will go, and that training 
which emphasizes entirely the technique of the subject and fails to 
give the student a broad grasp of the principles involved is largely 
inefficient and is unworthy of our best efforts. 

In the attempt to give the student a training in the fundamental 
principles of the various commercial subjects, and to develop in 
him the broader outlook which should result from the educational 
processes, marked changes have occurred in recent years in the 
methods of presenting materials in the classroom. In the college 
and university schools of commerce, for example, there has been a 
decided tendency during the past few years away from the class- 
room lecture and toward the use of what is commonly known as 
case material. In this material, the student is given a complete 
business situation; he is shown, so far as it is possible to do so on 
paper, the background or setting of this problem, and he is told 
not only what has occurred, and what was decided upon as the 
solution, but also why in the opinion of that particular business 
the method chosen or the policy adopted was to be preferred. His 
task is to work through this material and to determine whether 
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or not the decision reached was the one which should have been 
made, in the light of the information available. In other words, 
the student acquires a trained mind as a result of his study; he is 
taught to think and to think straight. He learns to observe keenly, 
to discriminate intelligently, to use his imagination profitably, to 
judge evidence correctly, and to concentrate on any work which he 
may do. Only recently the president of one our greatest univer- 
sities stated that, “the greatest need in the world to-day is for 
men and women who can think straight.” Certainly the greatest 
need in business is for men and women who can take a given busi- 
ness situation and, by a process of straight thinking, arrive at a 
sound and safe solution. 

In the case of my own subject, accounting, about which I know 
more than any other, the method of teaching has been still further 
changed during the past ten years. Ten years ago very little was 
heard or known of the balance sheet method of teaching accounting; 
to-day it is the method almost universally used in colleges and most 
instructors believe that the results obtained by it are such that 
they would not think of reverting to former methods. This method 
has been much discussed and has been strongly advocated during 
recent years as the one which, properly presented, is most to be 
desired in the teaching of bookkeeping in secondary schools. I 
am one of those who believe that the advantages accruing to those 
who study bookkeeping through the balance-sheet approach are 
so pronounced that this method eventually will come to be as fully 
established in secondary schools as it is in the colleges. 

On the other hand, with continued specialization in business, 
with the introduction in offices of mechanical devices of all kinds, 
and with constant changes in bookkeeping technique, that student 
is going to fall behind who is not able to adapt himself to new 
improvements, to changed conditions, and to all the advancements 
which the science of business is so rapidly and constantly intro- 
ducing. It is therefore our duty as teachers not only to make our 
training broad and sound, that is, to emphasize materials and 
methods which have more than a single application, but also to 
develop a definite skill which the student can use in the adminis- 
trative or other work he may do. 

A second tendency relating to the technical training of the 
student is the increase in class or socialized instruction. One of 
the characteristics of our commercial departments in the past has 
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been the giving of individual instruction to the student. There 
is undoubtedly much to be said in favor of this or it would not 
have continued so long to be popular. However, one must not lose 
sight of the advantages of simultaneous instruction, such as come 
from class discussion, and, through this, from group stimulation. 
The individual pupil, on the other hand, must at all times be 
studied and his abilities and needs considered. The load must 
be adjusted to his capacity, but the load which he will be able to 
carry will probably be increased because of the stimulation which 
comes from the exchange of ideas with the other members of the 
class. This tendency to class-room instruction I believe will be- 
come stronger in commercial education. 

A third tendency relates to the inclusion of new subjects in the 
commercial curriculum and the broadening of the scope of others. 
We have already mentioned the emphasis at present placed on the 
economic background of business. This is reflected to-day rather 
generally in the increased emphasis which is being given to the 
economic and industrial phases of commercial geography. Also, 
it is evidenced by the widespread movement in favor of teaching 
the elements of business in the junior high school or in the first 
year of the four-year senior high school course. Salesmanship is 
a subject which offers some rather practical and interesting possi- 
bilities in the way of classroom instruction, and there are undoubt- 
edly many who feel that it is one of the topics which might properly 
enrich the commercial curricula. Business English, a most im- 
portant subject for every man or woman who is to progress far in 
the business world, has found a well defined place in the commercial 
curriculum, generally in the third or fourth year, of the senior 


high school course. 


The fourth and final tendency which I shall mention, with refer- 
ence to improving the technical training of the student, relates to 
the desire on the part of commercial teachers themselves to be 
better prepared to teach their subject. This is undoubtedly one of 
the most hopeful tendencies of the day, for it indicates that teachers 
appreciate the size of their job. This tendency automatically 
results in a growing desire on the part of the superintendents of 
schools to have more college graduates in the commercial depart- 
ments of their high schools. We will all admit that a college 
degree does not necessarily mean efficiency in the classroom; in 
fact, even to-day, though it is less true than formerly, some of the 
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most efficient teachers in commercial education in the United States 
have not had a college training. But I think every fair-minded 
man or woman will admit that, other things being equal, the 
teacher who has had the broadening effect of a college education 
will be a better teacher than the one who has not; he should have 
a better sense of proportion, and should know how to distinguish 
the substance of the subject from its trifles. The benefits of this 
training cannot but be reflected in the students themselves. 

While there may be other trends relating to the technical train- 
ing of the student, those which appear to be of major importance 
in commercial education have been mentioned. The most hopeful 
thing of all is that these trends are all in the right direction. To 
give the student a broader grasp of the principles of business, to 
give him a socialized instruction, to broaden the commercial 
curriculum, and to improve the training and efficiency of the 
teachers themselves—all these things will have a far-reaching and 
beneficial effect not only upon the type of business employee, but 
also upon the business executive of the future, and upon the entire 
business of the country. 

Introduction of Business Ethics. A matter which is almost or 
fully as important as that of improving the technical training of 
the student, relates to the introduction in the classroom of the 
study of ethical principles in business. As suggested in the begin- 
ning, originally the apprentice was promised only a technical train- 
ing in the field of his prospective endeavor. In our schools, how- 
ever, there is a growing desire to teach the student that it is not 
merely the making of money that counts, but that success in busi- 
ness comes from rendering a real service to the customers and to 
the employees of the concern, and even to the public generally. 
“Business profit”, states one prominent text-book “comes from 
service.” 

But the advertisements of some of the low-grade correspondence 
schools of the country, holding forth almost fabulous salaries for 
a minimum of preparation, have, to some extent at least, brought 
business education into disrepute. Thus, one of the leading 
religious papers of America, commenting editorially upon the 
subject approximately a year ago, said: 
The average student in our schools of commerce is “shot through” with 


the vilest kind of commercialism. They are preparing themselves as cogs 
in a great commercial system, which is becoming a religion. Boards of trade 
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and chambers of commerce are its temples. The business interests are its 
priests. Its holy days are Monday to Saturday. Its promise is prosperity. 

Its favorite parable is the story of the man who burned down his 
parn to get rid of the rats. 

To have these statements concerning business education made 
by one of the leading church editors of the United States is 
unfortunate; the chief explanation is a lack of knowledge of all 
the facts. It may be true that certain schools, the quacks of 
business education, merit this criticism, but the picture is wholly 
untrue of the majority of our college and university courses in 
business administration, and, I believe, of the commercial courses 
in our public high schools and in other schools of similar grade. 

Business or professional ethics have been emphasized in our 
better commercial schools for years. Of course these schools are 
training technical experts—we need skilled bookkeepers and 
stenographers, expert salesmen, and well-trained and intelligent 
office assistants—but they also teach and must teach these business 
aspirants that honesty, fair-dealing, service to customers, the 
welfare of employee and of competitor, and many such things 
constitute the keynote of business and individual success. 

It is scarcely to be expected that our business fabric will be 
rewoven over night. In 1841 Ralph Waldo Emerson, in a lecture 
read before the Mechanics Apprentices’ Library Association of 
Boston, spoke of the evils of a business or professional life as 
follows: 

Sea the general system of our trade .... is a system of selfishness, 
is not dictated by the high sentiments of human nature, is not measured by 
the law of reciprocity, much less by the sentiments of love and heroism; but 
by a system of distrust, of concealment, of superior keenness, not of giving 
but of taking advantage. It is not that which a man delights to unlock to 
a noble friend, which he meditates on with joy and self-approval in his hour 
of love and aspiration; but, rather what he then puts out of sight, only show- 
ing the brilliant result, and atoning for the manner of acquiring it by the 
manner of expending it. .... 

But by coming out of trade you have not cleared yourself. The trail of 
the serpent reaches into all the lucrative professions and practices of man. 
Each has its own wrongs. Hach finds a tender and very intelligent con- 
science a disqualification for success. Bach requires of the practitioner a 
certain dapperness and compliance, an acceptance of customs, a sequestra- 
tion from the sentiments of generosity and love, a compromise of private 
opinion and lofty integrity. .... 

What was true in 1841 is, in some cases, undoubtedly true at 
present. However, the business and professional man lives and 
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works to-day on a plane of morality undreamed of eighty years ago; 
the tone of big business has radically changed during the last 
three-quarters of a century, and without doubt our schools and 
colleges have contributed greatly to the improvement. 

An instance will emphasize what I mean. There is located in 
the city of Boston a certain business man who is a printer and 
constructive business counsellor. His business is not large; he 
is president, treasurer, and general manager of the company. 
Two or three years ago he obtained an order, subject to the price 
being satisfactory, from a prominent manufacturing concern for 
100,000 advertising booklets. A careful estimate showed that the 
booklets could be produced, with a reasonable profit, for 614¢ 
each; in transmitting the quotation to the purchaser it was typed 
and sent out as 1614c. The prospective purchaser wired his ac- 
ceptance, the booklets were manufactured and shipped, and an 
invoice for $16,250.00 was sent from the bookkeeping department. 
The invoice was paid by the purchaser, and great satisfaction 
expressed with the product. Only when the check and letter passed 
through the hands of the chief executive of the business did he learn 
of the error. He wrote a fine letter to the purchaser, apologized 
for the typographical error, stated that he had made a fair profit 
at the 614¢ price, and returned a check for $10,000.00. 

Such ethical standards in business life must be the goal of our 
commercial schools; it should be thoroughly impressed upon our 
students that those sterling qualities of character, such as honesty, 
stamina or “backbone”, endurance, and moral discernment, are 
just as essential to business success as is a technical knowledge 
of, and skill in, the particular work they are to do. Even Plato 
and Aristotle taught that the fundamental mark of an educated 
person was that he should take pleasure in the things in which he 
ought to take pleasure and should feel disgust toward those things 
for which he ought to feel disgust. And the properly educated 
person is one who takes pleasure in right things and feels pain 
because of wrong things. It is the duty of teachers, commercial 
as well as others, to develop in our students these moral and 
ethical qualities; if we do not teach them, where shall our gradu- 
ates be imbued with those “high sentiments of human nature” 
which make of their daily calling more than the mere means of 
livelihood ! 

The Individual’s Community Responsibility. Finally, a word 
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in regard to a more recent but notable development in commercial 

education—the emphasis upon the individual’s social or commun- 

ity responsibility. Our students need be taught that a person 

must not only be efficient in his work, he must not only be honest 

and straight-forward in his dealings with his customers, his 

business associates, and his competitors, but if he is to be 

recognized as successful in business he must also be interested and 

take his place in the civic and community activities of the locality 

in which he resides. This is not only a duty which the individual 

owes to his community, but it is a means to a broadened outlook 

on life which tends to increase greatly one’s sphere of interests 
and his ability to appreciate the many good movements sponsored 
in every community. “The spirit of common service to the com- 
munity, existent in all our true professions, has been the chief 
support and strength of those who have been willing in the past 
to accept responsibility.” 

A few months ago, in an open letter to the alumni of the School, 
the Dean of the Harvard Graduate School of Business Administra- 
tion said: 

If the School is to justify to the greatest extent its aims and purposes, 
our graduates must assume responsibilities and duties in their communities 
beyond those regularly assumed in their business organizations as part of 
specific jobs. A real profession of business means that many duties of leader- 
ship in the community must be thoughtfully guided by the members of that 
profession. I am not worried about the graduates assuming their share of 
the industrial burden, but I am concerned with the danger that the more 
important public and special duties will be overlooked by young men in 
business absorbed in their own individual problems. 

Let us, accordingly, take time in our classwork to urge our 
students to be interested in their community, to familiarize them- 
selves with community projects of all kinds, and whenever possible 
to take part actively in all community movements. Membership 
in business clubs or other commercial organizations, commensurate 
with the income and position of the individual, is desirable; the 
acquaintances which are made thereby, and the fellowships which 
are formed, will many times repay the time and effort expended. 
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DEFECTS OF THE MONTHLY PROFIT AND LOSS 
STATEMENT 


By W. B. CastenHouz, La Salle Extension University 


Accountants have consistently advocated the advantages which 
accrue to a business through the preparation and use of monthly 
operating statements, based upon the inclusion each month of all 
presumably applicable expenses, and upon the use of perpetual 
inventories. But, in his zeal to have such statements, the 
accountant’s logic has not traveled the entire distance, with the 
result that the average monthly profit and loss statement, es- 
pecially in manufacturing industries, remains quite illogical and 
meaningless. Because of the perpetual inventory control and 
adequate cost accounting system available, the cost of sales account 
and the gross profit, as reflected in the typical statement, may be 
regarded as adequate and as expressive of the facts which influence 
and determine them. Beyond the gross profit, however, the 
monthly profit and loss statement is quite inane, thus indicating a 
considerable mental prolapsus in the field of analytical and con- 
structive accounting. 

Much credit, of course, is due those who have developed factory 
cost and commercial accounting so that the cost of sales account 
does properly indicate the manufacturing cost or the purchase cost 
respectively of the commodities sold. The costs of sales, obviously, 
automatically varies with the volume of sales wherever a cost sys- 
tem is present. Cost accounting, in a sense, is a process of building 
up values which are expressed in finished product inventory 
accounts and in goods in process inventories. Expenses are not 
treated as expenses in cost accounting, but as value increments 
contributing to the building of inventories. Consequently, when 
commodities are shipped, as expressed in the current sales accounts, 
it is a simple matter to credit inventories on the basis of the values 
reflected therein for the commodities taken out of inventories, and 
to charge cost of sales. This is an accurate and logical procedure. 
It means that when sales are large, cost of sales becomes corres- 
pondingly large, and that, when sales are small, cost of sales 
becomes correspondingly small. Therefore, cost of sales flexes each 
month in exact proportion to sales because only the articles sold, 
as sold, are costed as units from inventory. 
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But the sale is supposed to incorporate all of the costs and ex- 
penses of business and is expected to yield a profit besides. 
Certainly, then, the sales of any particular month must be assumed 
to include a certain proportion of the cost, expense, and profit 
elements. A sale, individually considered, cannot cover more than 
a certain definite amount of cost of sales, expense, and profit. 
Collectively considered, therefore, a certain volume of sales cannot 
create or include more than a definite amount of costs of sales, 
expenses, and profit. When, therefore, in the monthly profit and 
loss stater:ent, following the allocation of the proper amount of 
cost of sales against sales, we do not make any kind of proper 
allocation of the commercial expenses, which include the costs 
of selling, administration, and financing, the result is naturally a 
distorted picture of monthly operations and of monthly profits. 

If it is proper, in the process of determining gross profit from 
sales, to establish a unit cost for all commodities sold as they are 
sold month by month, regardless of volume fluctuations, then it 
must certainly be improper, in the process of determining net 
profit from the selfsame sales, to deduct from gross profit each 
month the expenditures for selling, administrative, and financial 
purposes just as these may happen to be booked. If it is necessary, 
in the interests of truth and accuracy, to know gross profit from 
monthly sales by means of unit costs of articles sold, then it is 
equally necessary to know the net profit from these sales by 
deducting from gross profit each month a predetermined unit 
commercial cost. Why should the monthly expenditures for pur- 
chases or manufacturing costs be disregarded when gross profits 
are calculated, when at the same time the actual monthly expendi- 
tures for selling, administrative, and financial operations are fully 
included in the determination of monthly net profits? Certainly, 
there are difficulties in determining a unit commercial cost; there 
are difficulties in the determination of truth in thousands of other 
respects. Difficulties have been encountered, as cost accountants 
well know, in determining unit manufacturing costs for the various 
products fabricated, but these difficulties have been largely over- 
come and the struggle was certainly worth while. The expend- 
itures of the calendar month, as a medium of measurement, have 
been disregarded in the determination of monthly gross profits; 
they must also be disregarded in the calculation of monthly net 
profits. 
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As the mind develops it should become free of fetish worship 
and the addiction to formalism. There are a number of fetishes in 
accounting of which the usual ten per cent for depreciation and 
the importance of the calendar month are outstanding examples, 
(Indeed in some instances, it is unfortunate that even the calendar 
year is regarded as an influencing factor in business operations.) 
To illustrate the absurdity of the calendar month fetish, observe 
the following comparative monthly condensed profit and _ loss 
statements: 

January 1925 February 1925 Combined 
$500,000 $700,000 
300,000 420,000 


Gross Profit $200,000 $280,000 
Administrative and 
Selling Expenses .... 70,000 170,000 


Net Operating Profit Profit 
Profit or Loss R $130,000 $110,000 


No, the illustration is not “far fetched” although emphasis has 


been placed upon certain relationships. It is apparent that cost 
of sales is 60 per cent of sales each month; and this is approxi- 
mately as it should be each month if factory operations and costs 
have been standardized and the sales represent shipments of one 
product or proportionate shipments of various products. But, be 
that as it may, the cost of sales represents the inventory value of 
whatever goods were sold and is in no way influenced by the 
monthly factors which are involved in purchasing or production; 
in fact, the goods shipped in January may have been manufactured 
during the prior year. Doubtless the manufacturing activities 
were extensive in January because shipments in February were 
$500,000; and purchases of raw materials, disbursements for labor, 
and the absorbed factory overhead in January may have amounted 
to more than the $200,000 of shipments in January. This makes 
no difference with reference to the cost of sales for January, because 
quite irrespective of what goes on in purchasing and manufacturing 
only the inventory costs of the particular goods that are shipped 
in January go into the cost of sales account. In fact, if there had 
been no shipments at all in January, the actual expenditures in 
manufacturing, no matter how large, would not receive considera- 
tion, because they would all be regarded as building up inventory 
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values to be included in the profit and loss statement only when 
these values were released through sales. 

Now note the treatment of administrative and selling expenses 
in the profit and loss statements. In January these amounted to 
$100,000 and were $20,000 in excess of the gross profit; they rep- 
resent, of course, the actual expenditures for these purposes during 
that month so that the impression is at once given that they 
represent the expenses necessary to make $200,000 of sales. In 
reality they represent largely the expenses of securing sales orders 
for future delivery, and the costs of administering the affairs of 
the business generally, with probably no particular attention given 
to the particular month’s sales. Management is not a calendar 
month proposition, but concerns itself with the policies of pro- 
duction, purchasing, selling, and financing as related to the whole 
problem of business success. Administration affects not any 
particular sale or any particular month but influences all sales 
and the entire natural period of business operations, whatever 
that may be. Why then place these expenses and the actually in- 
curred selling expenses into the monthly profit and loss statement 
as the expenses are defrayed? It certainly did not cost $100,000 of 
administrative and selling activity to make shipments or sales of 
$200,000 in January not did it cost only $70,000 to sell $500,000 
of goods in February. 

But what did it cost to make these sales and how much of the 
administrative expenses should be applied? The answer to this 
question has two angles, each representing a distinct plan of ex- 
pense allocation. The one would take the entire administrative 
expense for a period (say one year) on a budgeted or predetermined 
basis and would charge to each month portions thereof correspond- 
ing to the relative monthly sales, and would charge distribution 
or selling costs against the sales in accordance with a predeter- 
mined unit distribution cost based upon what this cost would be 
in the various territories to which products were shipped, or upon 
departmental selling costs in the case of retailing. The other angle 
of approach, while fully recognizing the need for varying distribu- 
tion costs by territories, and possibly by products (in manufactur- 
ing) and by departments or classes of merchandise (in retailing), 
would consider the administrative expenses as contributing either 
to production or distribution (in manufacturing) or to purchasing 
or selling (in retailing), and would therefore absorb the administra- 
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tive expenses as production, purchasing, and distribution overhead 
items. This latter angle assumes that administrative expense does 
not have a separate existence, that there is no administration 
just for administration, but that managerial functions serve either 
production and distribution, in the case of manufacturing, or pur. 
chasing and selling, in the case of retailing. The writer has 
worked out numerous suggestions as to possible methods of al- 
locating administrative expenses according to this point of view, 
but space forbids their inclusion in this particular article. 


The fixing of distribution costs in the case of a manufacturer 
who sells his products in different territories where selling and 
marketing costs vary, seems to offer, in the writer’s opinion, suf- 
ficiently important problems to warrant some very decided atten- 
tion from accountants. Every manufacturer should certainly be 
interested in knowing the profits, or perhaps losses, which result 
from sales made under widely varying selling conditions. Such 
information is vital, if business is to be intelligently planned, and 
capacity profits are desired ; in fact, when such information is avail- 
able, and then only, can there be intelligent planning and sound 
marketing policies. 


If, then, it is possible (and we as accountants must assume it 
to be so) to obtain, by one method or another, a unit commercial 
cost which will embrace both distribution and administrative ex- 
penses, monthly profit and loss statements may be prepared which 
will have a true meaning and which will convey a proper message 
for the guidance of management. We must emphasize again that 
this unit commercial cost will vary either by territories (in manu- 
facturing) or by departments or classes of merchandise (in retail- 
ing). Let us assume that such a procedure is in vogue and let us 
apply it to the comparative profit and loss statements previously 
illustrated in this article. Suppose that the sales referred to were 
all on a forty per cent gross profit basis (as illustrated), but that 
the sales were made in three different territories where it was found 
that distribution costs varied, and that, with the application of 
administrative expenses, the commercial costs were, per dollar of 
sales, as follows: 


Territory A 


Sales: January, $75,000; February, $200,000. 
Commercial unit cost per dollar of sales, $.25. 


Monthly Profit and Loss Statement 17 


Territory B 
Sales: January, $70,000; February, $180,000. 
Commercial unit cost per dollar of sales, $.22. 
Territory C 
Sales: January, $55,000; February, $120,000. 
Commercial unit cost per dollar of sales, $.21. 


On the basis of these data the monthly profit and loss state- 
ment for January would be as follows: 


JANUARY 1925 


Territories 
Items A B Cc Total 
75,000 $70,000 $55,000 $200,000 
Cost of Sales .......... 45,000 42,000 33,000 120,000 
Gross Profit ........... $30,000 $28,000 $22,000 $ 80,000 
Administrative and Selling 
(Unit Com. Costs) 18,750 15,400 11,550 45,700 


Net Op’at’g Profit $11,250 $12,600 $10,450 $ 34,300 
Per cent to Sales 15 18 19 17.15 

A similar statement would be prepared for February, and $114,- 
800 of commercial costs would be absorbed in that month, namely, 
$50,000 in Territory A, $39,600 in Territory B, and $25,200 in Ter- 
ritory C. The total commercial costs absorbed in both months 
would then be $160,500 and not $170,000, the actual expenditures. 
There is nothing alarming in this situation; it simply means that 
the month of January was the month in which the salesmen, and 
probably other selling agencies, were working at peak—not work- 
ing for the month of January alone, nor for January and February 
together, but for the entire period of business activity. The ex- 
penses hay» been allocated in accordance with the results obtained 
from the efforts which created the expenses. The net profit for the 
two months combined would now be reflected in the sum of $119,500 
($34,300 for January and $82,500 for February) instead of $110,000. 

If these matters are to be reflected in the accounts, the pro- 
cedure is very simple. The actual expenditures each month for 
commercial costs may be charged to “Deferred Commercial Costs,” 
with subheadings in an analysis ledger to designate the nature of 
the expenses. The predetermined commercial cost (on a unit basis, 
as above illustrated) may be charged to “Commercial Costs” each 
month, with a credit to “Reserve for Commercial Costs.” If cal- 
culations have been accurate the deferred account and the reserve 
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account should approximately offest one another at the end of 
the year. 

We have thus far not indicated the treatment of financial costs, 
which may or may not include interest on borrowed funds. But, 
whatever they include, they should be predetermined and allocated 
to sales units (territories, products, departments or classes of 
merchandise) on the basis of the relative total costs charged 
against the sales units, which in our illustration would be the 
sum of cost of sales and allocated commercial costs. 

By reference to the illustration, once more, it will be noted 
that quite a difference exists in the relative net profits in the ter- 
ritories. One can readily appreciate the possibility of even a 
greater difference if the products sold were at different gross 
profit rates, and were not proportionately distributed over the 
various territories. This naturally emphasizes the need for gross 
profit determination on each type of product shipped into the ter- 
ritories, even though the application of commercial costs may be 
on the basis of dollar sales for each territory. This suggestion 
readily becomes of value when one realizes that it may be quite 
impossible, in many instances, to prorate distribution costs (as, 
for example, selling salaries and expenses and the expenses of 
sales management) to specific products; in most instances sales- 
men sell all products. It is extremely valuable, however, to know 
the gross profit (and this is simple) on each type of product so 
that the sales may be properly proportioned in the territories, and 
adequate quotas fixed so that the plant may operate as nearly as 
possible according to normal capacity as dictated by the nature of 
the plant equipment. 

In closing this discussion the writer would like to stimulate the 
reader to the thought that all costs and expenses in business may 
be assumed to create recoverable values, and that it may not be 
unreasonable to hope and to predict that some day all costs and 
expenses will become inventoriable, instead of only those which 
represent costs and expenses of manufacturing and of purchasing. 
Just why the inventory point should stop at either the purchase 
cost or the manufacturing cost has always been a mystery to the 
writer; manufacturing inventories include depreciation, insurance, 
taxes, repairs, light, heat, power, salaries and wages, in addition 
to material costs; these are all expense items. Why should the 
line be drawn against distribution and administrative costs which 
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are also expense items, many of which are of the same nature as the 
manufacturing costs? Are not the distribution and administrative 
costs recovered in the same manner and at the same time as pur- 
chase or manufacturing costs, that is, through sales? Would a 
manufacturing inventory be worth its cost, if sales did not occur? 
Is not the inventory principle recognized in full when sales are set 
up as accounts receivable? The account receivable includes all 
cost and expense increments and the profit besides. Should not 
the salable finished inventory which is the potential of accounts 
receivable also include the total costs and expenses which it will 
return to the business the moment it is shipped to customers? If 
a business continues as a going business, if sales alone create 
profits, and if the collection of the accounts receivable results in 
the recovery of all costs, expenses, and the profit, then may it not 
be quite safely assumed that all costs and expenses in business 
create economic values, in fact, inventoriable values, which should 
be reflected in the books of account or, at least, statistically? May 
not the accountant very advantageously give some weighty thought 
to these considerations? 
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CONSTRUCTION COMPANY ACCOUNTS 
By H. F. Taccart, University of Michigan 


A number of difficulties of accounting analysis are presented 
by the building construction company. The kind of concern whose 
problems will be described enters into contracts for the erection 
of various types of buildings, has dealings with subcontractors, 
hires laborers, buys materials, makes plans and estimates on jobs 
contemplated, and perhaps owns a few lots and does a little build- 
ing on its own account. All these activities require a precise and 
careful accounting, the success of which depends on a thorough 
understanding of the financial significance of the various opera- 
tions. 

The principal problems have to do with the keeping of accounts 
with the jobs and with the customers. The proper handling of the 
jobs is largely a matter of cost accounting. Every job must be 
charged with all labor and materials, payments to subcontractors, 
and other costs which can be assigned to it. Asa rule it is worth 
while to keep the' accounts with the jobs in specially designed 
ledgers which facilitate keeping the necessary records. It is usually 
desirable to know how much of the cost of a given job is due to 
materials, carpenter labor, masonry, etc. The jobs should be 
credited with all material returned to stores or to the seller and 
discounts taken on purchases of materials used. The precise pro- 
cedure and detailed records are matters of accounting technique 
which will not be discussed in this paper. It is proposed, rather, 
to concentrate on the problems of analysis which are encountered. 

The kind of concern which the writer has in mind does most of 
its building on order and on land owned by the parties for whom 
the building is being done. Any building that is done on company 
account will give rise to customers’ accounts only when it is sold, 
in which event the problems are not likely to be essentially differ- 
ent from similar problems in other lines of business. If it is sold 
before completion, the chances are that it can be treated in the 
same manner as ordinary contracts. These contracts may be 
classified on the basis of the nature of the agreement into two 
principal types. One is the straight contract, which specifies a 
total price for a certain completed job. The second is the so-called 
“cost-plus” contract, where the final price for the job is its cost to 
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the contractor plus either a percentage of that cost of a fixed fee. 

The customer’s account in the case of a cost-plus contract is 
of fairly simple nature. The costs are transferred from the job 
account to the customer’s account at appropriate times, and a fur- 
ther charge is made for the proper portion of the fee. As the cus- 
tomer makes payments his account is credited. Some care must 
be exercised in transferring amounts from the job account, how- 
ever. It is possible that the job may be charged or credited with 
some items which are not properly chargeable or creditable to the 
customer. Such, for instance, would be the cost of a mistake or 
accident in the work for which the customer is not responsible 
and for which he cannot be charged. Another instance would be 
purchases discounts of which it was not contemplated that the 
customer should get the benefit. These items might usually be 
credited to the customer, but it is at least possible, where the 
customer does not furnish funds soon enough to take advantage of 
the discounts, that the company should get the benefit from using 
its own funds for the purpose. Such charges and credits obviously 
pertain to the job, and must be taken into consideration in the 
final determination of profit, but they do not affect the customers’ 
accounts. 

The interrelation of accounts in the case of cost-plus jobs can 
best be shown by a series of journal entries. At the time of 
signing the contract there would be no entry. Upon incurring 
costs on the job, the following entry: 


Jones Job Xxx 
Accounts Payable Xxx 


Upon the payment of the above account, assuming that a discount 
is taken: 


Accounts Payable Xxx 
Jones Job x 
Cash xx 
Upon the transfer of costs and the charging of fees to the customer: 
C. A. Jones XXXxxX 
Jones Job XXxx 
Fees on Jones Job x 


Upon the receipt of payments from the customer: 
Cash XXXXX 
C. A. Jones 
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At the conclusion of the work the job account will be all closed 
out into the customer’s account, with the possible exceptions noted 
above. If there were any balance in the job account it could be 
closed, together with the fees, into a summary account which might 
be called “Profit and Loss on Jones Job.” The resulting balance 
would be the gross profit on the job. In case every item in the job 
account is chargeable or creditable to the customer, such a sum- 
mary account would be unnecessary, the fees account containing 
the gross profit without modification. The gross profit is carried 
into the general operating summary at the end of the fiscai period. 

The connection of the customer with the costs of the straight 
contract is by no means so simple. The agreement is to pay a 
fixed amount which has no necessary relationship to the costs in- 
curred by the contractor. The usual agreement is to pay stated 
amounts at specific points in the course of the work, as when the 
foundation walls are up, when the roof is on, etc. These partial 
payments bear even less relation to the costs incurred up to the 
time they are made than the total price bears to the total cost. The 
only thing that can be said with any certainty is that when the 
job is done a comparison between the total cost and the total 
payments will reveal the gross profit or loss. One way to handle 
this case is to make entries only when costs are incurred or pay- 
ments received. The procedure, in the form of journal entries, is 
as follows. When the contract is signed, no entry. When costs 
are incurred, this entry: 


Jones Job 
Cash XXX 
When payments are received, this entry: 
Cash 
C. A. Jones Xxx 
When the job is completed and all payments received, this entry: 
C. A. Jones XXXXXX 
Jones Job pecs 4 
Profit on Jones Job xx 


Another method of caring for this situation involves an entry 
at the time of the signing of the contract. The customer is 
debited for the full price and an account called “Uncompleted Con- 
tracts” is credited. 

C. A. Jones $50,0000 


Uncompleted Contracts—Jones Job $50,000 
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As the work progresses the charges to the job account are consid- 
ered as reductions of the company’s liability on the contract, and 
the job account therefore as a sort of contra account to Uncom- 
pleted Contracts. As the customer makes payments his account 
is credited, since his liability on the contract is thereby reduced. 
It is expected that the customer’s account will be entirely wiped 
out by these credits. It is not expected, however, that the charges 
to the job will ever equal the original credit to Uncompleted Con- 
tracts. This account contains the prospective profit. Whatever 
profit there is will emerge as a credit balance when the work is 
done. The theoretical implications of these methods will be dis- 
cussed later. 

When the time comes to make up the balance sheet the prob- 
lems of analysis become more acute. It is necessary to obtain the 
precise status of all assets and equities, and in order to do this a 
number of difficult points must be settled. 

An important question at this time is that of the recognition 
of gross profit on uncompleted contracts. In the ordinary manu- 
facturing or mercantile business this problem is not a serious one. 
The rule almost invariably followed is that profit must be recogniz- 
ed only when it has been “realized”, that is, when a given transac- 
tion has been brought to a point of completion characterized either 
by the actual receipt of cash or by the establishment of a definite 
receivable legally enforceable against the customer. The com- 
pleted sale, in other words, is the criterion by which profit is 
reckoned. Profits to be made on orders unfilled at the time the 
books are closed are ordinarily not brought on the statements, even 
when their amount is definitely established. Goods on hand to fill 
such orders are usually put into the inventory at the same prices 
as other goods of like character. The reasons for this practice 
are convenience and our old friend “conservatism.” 

In these businesses no hardships are caused by thus deferring 
the recognition of profit. Profit is obtained from a large number of 
small operations, and the amount which might be said to be earned 
on orders unfilled at the close of fiscal periods is apt to be com- 
paratively small. Neither balance sheet nor income sheet would 
differ greatly if profit were figured some other way, and the much 
greater convenience and safety of doing things this way more than 
offset any possible advantages of booking profit on a production 
basis. In the contracting business, on the other hand, conditions 
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are different. The number of profit-making transactions is small, 
and each one therefore bulks much larger in the final result. Each 
job requires a considerable period of time. The amount of profit 
already earned on jobs uncompleted at any time is likely to be 
too large an item to be disregarded. Moreover, in this business 
profits are so evidently linked up with and dependent upon pro- 
duction, rather than sale, that this criterion of profit must be given 
serious consideration. 

Four occasions when profit might be recognized suggest them- 
selves. The first is the time of signing the contract. The second 
is the occasion of payments by the owner. The third is the end 
of a fiscal period during the progress of the job. The fourth is 
the time when the job is completed and the owner acknowledges 
his final obligation. 

Little can be said in favor of booking profit at the time the 
signatures are attached to the agreement. So irrational a pro- 
cedure scarcely merits attention. Nothing has been done at this 
time to earn profit, even if its amount could be ascertained. 

Some objection to waiting until the fourth occasion has already 
been raised. The case against this action is especially strong in 
the case of an enterprise which undertakes, at any one time, only 
one or two large contracts, requiring a considerable period to com- 
plete. Here purely practical considerations may compel the recog- 
nition of profit as the work progresses. Following another rule 
might, in some years, result in the recognition of no profit, al- 
though work was going on all the time, and, in other years, in 
the recognition of large amounts of profit the bulk of which was 
actually earned in preceding periods. In the case of a concern 
which carries on a dozen or more jobs at one time, a strict ad- 
herence to one policy rather than the other would be unlikely 
to make any very great difference in the amount of profit booked 
in any period. This is the kind of concern the writer has pri- 
marily in mind. 

It is evident that the third occasion for recognizing profit is 
but an extension of the second. In both cases profits are booked 
on uncompleted jobs. While the second suggestion takes the 
cautious attitude that profit must be evidenced by the receipt of 
cash, the third assumes that the obligation of a solvent customer 
is a good asset. This merely credits the owner with good faith 
and the contractor with reasonable discretion in the jobs he under- 
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takes, neither assumption seeming to the writer to be an un- 
reasonable concession. Hence the argument will be carried on as 
between the third and fourth concepts of the proper time to rec- 
ognize profits. The question may be stated thus: Is it proper to 
book profits on uncompleted contracts at the ends of fiscal periods, 
or must this action be put off until the conclusion of the work, 
when the final results are fully known? 

There can be no doubt as to when the profit is actually earned. 
It would be just as foolish to assert that it all leaps into being 
at the completion of the contract as to claim any of it at the be 
ginning. The earning is done in the course and by the process of 
construction, and each part of that process should receive credit 
for its share. From a purely theoretical standpoint, therefore, 
profit should be booked as the job progresses. To the argument 
that no great change in the amount of profit actually recognized 
in any given period might be expected to result from the adoption 
of this policy, it may be pointed out that, although the operating 
statement might not be greatly affected, the balance sheet would 
be, since the net worth would be shown larger and the assets in- 
creased in a corresponding degree. 

One consideration, at once theoretical and practical, opposes 
the accrual of profit. There may not be any profit. There may 
actually be a loss on any job. If there is a profit its amount can 
only be surmised at any time before the completion of the job. 
To accrue profit is to assume profit, and, furthermore, that its 
amount an be ascertained before the work is done. 

A second consideration, entirely practical, must be mentioned, 
if only to be overthrown. Granting an ascertainable profit, it is 
folly to book it before completion of the job on account of the 
fact that it is likely not to be available. Either the owner may 
not have paid cash enough to cover profit, or, if he has, the whole 
amount may be urgently needed to complete the work, and should 
therefore be quite unavailable as dividends. Why recognize a 
profit that does nobody any good? The simple and ample answer 
is that it has been earned and does exist, and the facts should be 
recorded. Any management from whom earnings must be con- 
cealed to forestall unwise dividend payments is not to be trusted 
in other respects. It is conceivable that a very prosperous con- 
cern, doing business exclusively on a cash basis, might be foolish 
to pay cash dividends at a given time, on account of the need 
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of funds for other purposes, but it would be illogical to argue that 
therefore its income sheet ought to be falsified. 

The first consideration carries much more weight. Can one 
justify the assumption of profit and then go a long step further 
and justify the assumption of a certain amount of profit, at any 
time before the transaction is fully completed and its results are 
definitely ascertainable? 

The answer in the case of both straight and cost-plus con- 
tracts depends upon the solvency and good faith of the owner. 
Assuming these factors to be all that is desirable, however, the 
answer in the first case is affected by a number of other factors, 
all of which are most unreliable. Accuracy of estimates, stability 
of prices and supply of materials and labor, clemency of weather, 
and many other factors subject to dubiety on account of the fal- 
libility of man and undependability of nature, all conspire to make 
the assumption of any profit, and especially of a certain amount 
of profit, a procedure fraught with many dangers. That equally 
difficult tasks are performed, however, with a fair degree of suc- 
cess, cannot be gainsaid. The estimation of periodic depreciation 
of fixed assets is an example, and the pricing of inventories is an- 
other. Each of these may have as great an eifect on the deter- 
mination of income as the process under discussion; each may in- 
volve difficulties which might seem insuperable, yet neither is given 
up in despair, since both must be done in order that the books may 
have even a degree of validity. 

A failure to recognize profit on unfinished contracts would be 
erring on the side of conservatism, however, and this sort of error 
does not arouse in the cautious business man anything like the 
fears a discrepancy in the other direction causes. Furthermore, 
the recognition of profit in such cases involves accounting diffi- 
culties and complication of income tax returns to an extent which 
makes it a serious question as to whether theoretical accuracy is 
worth striving for. In the case of jobs less than, say, twenty-five 
per cent complete it would be very excusable to neglect the calcu- 
lation of profit, on the ground of convenience, and not on that of 
conservatism, or through a lack of appreciation of the theoretical 
aspects of the case. 

Where the amounts involved are larger, however, and where the 
completed work and the receipts from the customers are signi- 
ficant, the desirability of preserving the integrity of the balance 
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sheet and of the accounting period dictates an endeavor to find 
some reasonable basis for figuring earned profit. The best basis 
is percentage of completion, which can be determined under favor- 
able conditions with a considerable degree of accuracy. Any de- 
velopments in the work which point to a revision of the estimates 
of total cost should be taken into consideration. Then the ac- 
crued profit is to the total estimated profit as the percentage of 
completion is to one hundred. 

On account of the uncertainties of the case some reserve for 
contingencies might well be set up to take care of possible mishaps 
and miscalculations. A portion of these accrued profits may be 
impounded in such a reserve. This purpose is served even better, 
however, by segregating all the profits on unfinished jobs and mark- 
ing them as not available for dividends. This procedure would 
take care of all probable contingencies and overcome whatever ob- 
jections there might be on the grounds of safety and conservatism 
to the booking of profits before the jobs were done. 

In the case of cost-plus contracts the number of unknowns is 
greatly diminished. Some profit is pretty well assured, and there 
is a measuring stick by which the amount earned during any period 
may be ascertained. If the remuneration is on the percentage 
basis the application of the percentage to the costs incurred will 
give the desired amount. If a set fee is to be received the amount 
of the fee aiready earned can be determined on the basis of per- 
centage of completion. It must be pointed out, however, that even 
in this case the amount of profit is by no means as certain as it 
might seem, for concessions must often be made to the owner which 
materially reduce the expected gain. For this reason similar 
treatment may be given these profits to those in the case of straight 
contracts. If all the earnings on uncompleted work are placed 
under a separate head and preserved from dividend hunters all the 
concession has been made to conservatism of which there is any 
need. 

The question as to what should be put on the balance sheet 
for the work under way has been partially settled by the implica- 
tions of the preceding discussion. For the cost-plus jobs the cus- 
tomers’ accounts are the proper assets. That is, the job ledger 
charges, with few exceptions, plus the proper proportion of profit 
earned, minus the customers’ remittances, would give the correct 
figure for the balance sheet. These items are directly chargeable 
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to the customers and are of the nature of accounts receivable. 

For the straight contracts the reasoning is not quite so direct 
but the results are much the same. Several possibilities present 
themselves as to the items which ought to appear on the balance 
sheet with regard to these jobs. One corresponds with the first 
method of accounting for these jobs, as described above. This 
would frankly give up the idea of finding anything that could 
reasonably be called an asset, and would merely place on the 
asset side of the balance sheet the total costs incurred to date and 
on the equity side the payments received. If profit were to be 
recognized its amount would have to be added to the ledger 
charges on the asset side. These charges would correspond to the 
manufacturing work in process account with profit added, and 
the credit item would be considered in the nature of a liability 
arising from the advances by the customer. The fundamental dis- 
tinction between this and the work in process cases is that here 
the title to the unfinished work is in the owner of the land. It is 
apparent that both the “asset” and the “liability” items are actual- 
ly merely in suspense, waiting for the completion of the job to 
find final disposition. Both sides of the balance sheet are over- 
stated. 

Another possibility corresponds to the second ascribed method 
of handling these jobs. The total price of the job less payments 
received would be placed on the asset side, and the same figure less 
cost incurred to date would appear on the equity side. The debit 
item would be interpreted as the customer’s liability on the job, 
and the credit item as the company’s liability on the job. Profit 
recognized would be deducted from the credit item and placed 
under its own heading. This treatment resembles the method of 
showing letters of credit on bank statements. The objections to 
it are fairly obvious. The company has not done enough work to 
justify considering the whole of the debit item an asset. If it 
had, the job would be completed, which is not the case, by 
hypothesis. Nor has the customer done anything to justify con- 
sidering the whole of the credit item a liability. If he had, he 
would be all paid up on a job not yet complete, a circumstance 
which, while not inconceivable, is incompatible with ordinary 
experience. Evidently both asset and liability are overstated, and 
may be treated as contingent, at best. 

The real asset is the unliquidated claim against the customer 
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for work done. If the amount of this claim can be determined the 
problem is solved. Examination of the occasions for payment by 
the customer might be expected to help in this matter, but in 
reality this is of little assistance. The costs incurred up to the 
time of a given payment bear little relation to its amount. Sup- 
pose, for instance, that $5,000 is due when the roof is on and that 
Mr. Jones, on paying this amount, attempts to persuade the con- 
tractor to leave the job at this stage and consider himself re- 
munerated. It is very unlikely that the builder would, at this 
time, have been paid for his actual costs, to say nothing of having 
received a profit. His refusal to accept such a proposition would 
be quite in line with his rights in the case. The customer would 
undoubtedly be liable to him for breach of contract. It is ap- 
parent that the claim against the customer cannot be measured in 
terms of the agreed payments. That is, if the roof had just been 
completed and the payment conditioned on that state of affairs 
had just been received, it would not do to put no asset on the 
balance sheet at all, nor would the correct asset be $5,000 if the 
customer had not yet remitted. 

With this mark from which to measure the asset found unre- 
liable, something else must serve the purpose, if the problem is 
not to be given up. A consideration of the legal aspects of the case 
will help. If the customer refuses to go through with his part of 
the contract the contractor can enforce his mechanic’s lien on the 
premises. He would naturally file his lien for an amount at least 
equal to his unrepaid costs and a resonable profit on the work he 
has done. This is a perfectly reasonable figure for him to use in 
valuing his claim against the customer at any time, and this is 
the amount which may be put into the balance sheet as an asset. 
This conclusion must be modified in case the claim, valued thus, 
plus the amounts already received exceeds the total contract price. 
In such a case only the balance unpaid could be treated as the 
contractor’s asset. 

This method of valuing the contractor’s claim fits into either 
of the methods of accounting for straight contracts described above. 
The formula for the first method would be costs incurred plus 
earned profit, less payments received. Under the second method the 
formula would be balance of customer’s liability minus company 
liability which has been reduced by the amount of profit earned. 
The same amount, of course, would be obtained by either formula. 
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It is convenient to charge the jobs and credit the subcontractors 
for the full amount of subcontracts as they are made, if as is 
likely to be the case, they are of the straight variety. Subsequently 
the subcontractors’ accounts are debited as they are paid. For 
balance sheet purposes the jobs must be credited and the liability 
to subcontractors reduced by the amount of work on the sub- 
contracts which is uncompleted. 

At this point it is desirable to present a balance sheet em- 
bodying the conclusions thus far reached. It is not intended to 
include all conceivable assets and equities, but only such as require 
some explanation, together with such others as are needed to make 
a complete statement. 


X CONSTRUCTION COMPANY 


Balance Sheet as of December 31, 1925 
ASSETS: 
Current: 
Liquid: 

Cash on Hand and in Bank 

Accounts Receivable— 
Completed Jobs 

Customers’ Accounts— 
Cost-plus Jobs in Process 
Straight Contracts in Process .... 


Total Liquid Assets 
Working: 
Materials in Stock 


Total Working Assets 


Total Current Assets 
Fixed: 
Company Building in Progress 
Lots Owned 
Building Equipment—Cost 
Allowance for Depreciation 


Building Equipment—Net Value .. 


Total Fixed Assets 
Plans and Estimates Suspense 


Total Assets 


po 16,000 

$101,000 

$ 8,000 

10,000 

14,000 


Construction Company Accounts 


EQUITIES: 
Liabilities : 
Due Subcontractors 
Accounts Payable 
Notes Payable 


Total Liabilties 
Net Worth: 
Capital Stock Outstanding 
Profits Earned on Work in Process 
(Not Available for Dividends) 
farned Surplus 


Total Proprietorship 86,000 


Total Equities $134,000 


Footnotes giving detailed information concerning the total vol- 
ume of contracts and subcontracts in process would be necessary 
in determining the present position of the firm and its immediate — 
prospects. 

The second fixed asset would not be present in every case, or 
in the majority of these cases where the principal business is build- 
ing for others. That even such a concern might have such assets 
more or less unintentionally, however, is illustrated by an actual 
case where, in order to realize on a mechanic’s lien, it was agreed 
to take over some unimproved lots belonging to the defaulting 
party. Once in possession of such lots, the temptation to build 
on them on company account, especially in some slack period, may 
be too great. The first fixed asset is the result of succumbing to 
this temptation. It is placed in this category for the reason that 
nothing may be realized on it for a considerable period. 

The suspense item is the cost of making plans and estimates for 
bids on jobs not yet awarded when the balance sheet is made up. 
If the concern is awarded the job this will become part of the cost 
of a straight contract, or part of the charges on a cost-plus job, or 
an operating expense in case it is agreed not to charge the cost- 
plus customer for the plans. If the job goes to some other con- 
tractor the item will become an expense or the prospective cus- 
tomer may have agreed to pay for the plans if he gives the con- 
tract elsewhere, in which case it is a sort of account receivable. 
The item has a good chance of turning out to be an asset, at any 
rate, and it would hardly do to charge it to operation immediately. 
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Definite disposition of this cost should be made as soon as its 
nature becomes apparent. 

The second net worth item represents gross profits on the jobs 
in process. This means that all overhead has been charged to the 
jobs completed during the period. If this does not seem equitable, 
this item could be reduced by the overhead deemed properly to per- 
tain to the jobs in process. The surplus would be thereby increased 
a like amount. This adjustment, however, would be of little prac- 
tical importance. 


THE GOVERNMENTAL BUDGET AS AN INSTRUMENT 
OF CONTROL 


By R. G. Watxemr, University of Iowa 


Popular discussion about the budget as an instrument of 
financial control has had a tendency to cloud the issue on which it 
has come into prominence. In the popular mind the budget is a 
kind of magic wand which one has only to take properly in hand 
over the problems of finance, and the one and only solution at 
once becomes manifest. Ask the fairly well-informed man about 
town to define the budget, and he will give you to understand that 
it is a device used in finance or money affairs, which, once put into 
action, behaves quite automatically, affording of its own unal- 
loyed virtue an unimpeachable form of control. One can easily 
believe that too much has been said by the inexpert in our system 
of everybody-a-publicist to expect the ordinary citizen to conclude 
otherwise in regard to what the budget really is or how it actually 
fits into the scheme of things as a means to a wiser economy. The 
simple statement that “so-an-so budgets his expenditures” gives 
the average person who can recognize the word budget in print a 
rather definite suggestion that “so-and-so” has necessarily dis- 
posed of his pecuniary difficulties in a manner beyond criticism. 
The same thing may be said in regard to the attitude toward the 
public budget, our present concern. Speaking generally, there 
seems to be no adequate conception of the function of the budget, 
how it relates to the human beings who would use it for financial 
guidance, or what the factors are which would make it really ef- 
fective. The issue whether to have a budget or not to have a 
budget is popularly one to be met invariably with an affirmative 
answer wherever the effort is available simply for its periodic 
preparation, despite the possible absence of anything like what we 
may call the budget attitude or frame of mind so essential to 
rational accommodation of the budget idea. 

From the popular understanding of the budget problem to that 
of those who have given some careful thought to it is a rather long 
step. In the latter what appears on the surface as a report on 
revenues and expenditures becomes at bottom a reflection of the 
minds of those who prepare it and see it through to actual execu- 
tion ; it is successful only insofar as those minds have been thought- 
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ful in their work and are capable of giving their ideas actual ex- 
pression in the everyday living of their communities. ' That the 
idea of the budget is one thing and the making of it a vital part 
in financial affairs quite another passes without saying even among 
superficial students of finance. By them financial reforms under 
the budget principle must mean reform with respect to the atti- 
tude of the beneficiaries involved toward what must constitute a 
good spending policy. To some the budget may appear a much less 
attractive subject when it is thus realized to be a mere unromantic 
planning, a mere dry study of relative values, which can become 
effective only as those who make use of it possess the requisite 
financial sagacity and are able to provide the organization to carry 
their program to its logical conclusion. But unless the budget as 
a report document is interpreted simply as the evidence of but a 
beginning step in a system of financial procedure, in an organiza- 
tion in which the acts of estimating and planning, of authorizing, 
and of spending are brought into a smoothly inter-functioning re- 
lationship, it is useless to talk of the budget as an instrument lead- 
ing to financial control. Obvious as this may be, its neglect ex- 
plains the phenomenon of a great ado over the budget in fiscal 
reform yielding only the merest beginning toward the end hoped 
for. It further shows how far from the field of practical reform 
must be the student of finance, how little his hands are called to 
do, and how truly typical political moves sometimes reflect popu- 
lar misconceptions. 

A “mere unromantic planning” though the budget as an esti- 
mate or report may be, it is, in its best forms, a comprehensive 
planning, a thoughtful expression of what may be legitimately 
hoped for the future by those who would improve themselves in 
a pecuniary way. But it is more than an instrument to cause avail- 
able revenues to yield a money surplus; it is a manifestation of 
policy, a thesis upon living or upon government. In speaking of 
the meaning of the word budget, Professor H. C. Adams makes this 
interesting contribution: 

The origin of the word budget is perhaps of antiquarian rather than of 
scientific interest. “The word budget, bouge, or bougett, according to Pas- 
quier and other ancient authorities, as well as in the old language of Rabelais, 
is derived from the Latin word bulga, (become, Gallic), which expressed a 
bag, pocket, a purse. Its origin is therefore Latin and French. BEngland has 


applied it to the great leather bag which for a long time contained the docu- 
ments presented to Parliament to explain the resources and wants of the 
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ex- country.” The transition in the meaning of this word from the bag carried 
the by the treasurer to the documents which the bag contained, and finally to 
art the scheme of rights and rules of procedure which arise in connection with 
their use, was a most natural one in view of the paramount importance of 
ae carefully drawn and detailed documents for sound financial administration. 
der When in 1803 the word appeared for the first time in French financial nomen- 
tti- dature it was used as a substitute for the phrase “estimates of receipts and 
2 a expenditures.” The desire to substitute this somewhat indefinite word for 
egg a definite expression is possibly explained by the fact that the phrase 
tic “estimates of receipts and expenditures” was joined in the minds of the 
French people to the abuses of the ancient regime, while the word budget 
me had been dignified by the réle it had played in England in the development 
ite of constitutional government. This incident in French financial history 
TY should at least suggest to our minds what is undoubtedly true, that the word 
as budget is more comprehensive than a report upon the income and expend- 
a itures of the state. 
ua Professor Adams says further: “The budget must be conceived 
1B, as a part of the political machinery essential to the realization 
ind of the ideals of popular government. ... Constitutionalism is the 
d- idea, the budget is the means of realizing that idea.” It would 
x: probably go without saying, however, that the budget is essential 
al not only to the ends of popular government, but also to the ultimate 
ed success of any form of government as well as of business in the 
m strict sense and of the seemingly simple economy of the individual. 
to Since it is, in its best sense, a study of the factors of growth and 
u- improvement, it stands as a sine qua non of anything like financial 
achievement, whatever field under the general problem of expendi- 
i- ture we may choose. But thus conceived it must have written into 
re it an earnest dissatisfaction with what has already been accom- 
y plished, a vision of what can be done in human affairs where the 
n factors which make for progress are impartially conceived in their 
1- true relations and are offered free play to do their utmost under 
of existing conditions. Indeed, worse than futile must be any attempt 
yf to make budget control a vitally effective thing where there is a 
8 failure to understand that the budget estimate must thus measure 
so large. And this is true even assuming the organization to be 
f present which is designed for its defense at the points where it 
s- meets its natural opposition. For unless a given document carries 
, with it more than a mere statement of expenditures and revenues 


—unless it has been made to constitute a resolution upon better 
living, or better government, or better business methods—it can 
not at the same time be said to be an improvement over the alter- 
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native hit-and-miss procedure of financial administration with 
which we are all familiar. A comprehensive program of expend- 
iture, as well as an organization conceived and adjusted to make 
that program a force to be reckoned with, is indispensable to a 
proper appreciation of the budget idea. 

More specific consideration of these propositions leads one to 
a discussion of the conditions which make for the realization of 
sound budgetary organization, which give budget procedure a prac- 
tical smoothness approaching system. They will be found to group 
themselves around the thought that the budget issue is, at bottom, 
one of the willingness or unwillingness of the interests concerned 
to disregard individual preferences or prerogatives in favor of what 
conduces to the greatest good of all. They go to show that as a 
practical matter the budget is a problem of fiscal cooperation, pre- 
senting as other problems of cooperation in human affairs the same 
discouraging difficulties. It is interesting to note that in business 
their demands are met by considerations of current profit neces- 
sities, while in the case of the government budget, with which we 
are at present concerned, the requisite financial machinery may 
have to come as a victory over the traditions, customs, precedents, 
and other sources of prejudice incident to the establishment of a 
nation. The first of these conditions pertains to the preparation 
of the budget, the second to its legislation, and the third to the ad- 
ministrative machinery essential to its proper execution. 

The question of who should supervise the drafting of the finan- 
cial plan stands at the center of most of the discussion concerning 
the budget, to the utter neglect, as we have already noted, of what 
is to become of that plan when presented to the vote or when it is 
to operate as a law governing expenditures. But the framing of 
the budget as a report is an extremely significant act, since, other 
things being equal—as we have also seen before—as that report 
may be said to be good or bad so may we class the spending policy 
or financial genius underlying fiscal legislation. Environment is 
admittedly an essential to anything like a productive destiny, but 
the potentialities of good birth strike one as a foremost considera- 
tion. In defining the budget we have tried to show that it calls 
for a comprehensive plan with regard to expenditure and a wise 
draft upon the public purse to supply the means of purchase. We 
have tried to emphasize that the budget should constitute a broad 
study of the needs of the public service in all its ramifications. We 
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have endeavored to make clear that meeting this requirement de- 
mands an intimate experience with operations which have gone 
before, an ability to grasp or absorb the significance of these 
operations in their true respective proportions, a capacity for 
visualizing the logical destiny of the beneficiaries of the budget 
plan, and a sensitiveness to the charge of responsibility which so 
important an act as public expenditure must necessarily impose. 
Unquestionably good budget preparation should conform with these 
principles, but the problem they offer of saying exactly in whose 
hands that preparation should take place can not be so easily 
disposed of. 

In general the budget as a report must come from the executive 
department of government, from the legislative or authorizing body, 
or from some combination of the two designed to bridge the polit- 
ical distance between them and to make coordinating use of their 
respective official responsibilities. Which of these can best meet 
the more or less obvious requirements of good budget preparation 
and at the same time not work against the realization of an organ- 
ization which would see the report through to a successful con- 
clusion as a law is of course the question at issue. The two 
naturally go hand in hand, as already seen, and the object in prac- 
tical reform is so to harmonize their respective demands as to 
get maximum results under a given political philosophy. Good 
financial management must be an expression of the developed 
genius of the people in the same way as the particular governing 
machinery under which they possess their citizenship. In the 
United States the system of separation of powers and of political 
checks and balances presents peculiarly difficult problems under 
the head of budget preparation. If we settle upon the executive 
instrument, pure and simple, we meet the objection of the appre- 
hensive in regard to the enlargement of central authority; if we 
suggest the legislative, we are accused of making the logical head 
of the budget and the representative of all the people an old-world 
superfluity; if we decide upon the joint arrangement we stand 
charged with a willingness to mislead one side or the other by 
espousing a means only nominally a solution in satisfaction of 
both. Political considerations, at least superficially, offer the 
three types of budgets which we have mentioned, and the country 
presents a most interesting attempt to try them all in forms vary- 
ing to the limits of the most alert imagination. 
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An instance of the executive budget is that of the State of 
Maryland, where a constitutional amendment made in November, 
1916, provides “that the Governor shall be responsible for all pro- 
posals for expenditures that can have any bearing on questions of 
public policy, and that he shall transmit his budget to the presid- 
ing officers of each house, together with a budget bill which con- 
tains a detailed program of appropriations fully classified and 
itemized according to standard rules.” The control of the author- 
izing body is limited to reducing or striking out items contained 
in the bill as received by it. Only in one respect under this plan 
does the legislature retain the right of financial initiative. It may 
enact supplementary appropriation bills not a part of the gov- 
ernor’s budget, provided the projects are supported by a majority 
vote of all members elected to each house. As one writer says: 


There can be no question of the purpose of the Maryland Amendment of 
1916. Here the control of the authorizing body is limited to reducing or 
striking out items contained in the bill as received by it. Only in one respect 
under this plan does the legislature retain the right of financial initiative. 
Its aim is to impose on the Governor the sole responsibility for ordinary 
financial legislation, to make it impossible for the Legislature to change 
radically the Governor’s programs for such legislation, but at the same time 
to permit new. constructive legislation to be enacted on the initiative of the 
Legislature with the approval of the Governor. .. This is a most significant 
revolution in public sentiment, inasmuch as the constitution of the State of 
Maryland, adopted in 1776, contains the formal declaration that “the legis- 
lative, executive, and judicial powers of government ought to be forever 
separate and distinct from each other.” 


Interesting to note in addition to this illustration «! the executive 
budget is the fact that some twenty-two states have similarly de- 
clared themselves in favor of the principle it embudies, namely, to 
quote, “that the governor shall be responsible for appropriations 
bearing upon public policy.” 

The budget prepared by the legislature may take one or two 
forms, that is, one which has the appearance of an executive instru- 
ment, having its beginning strictly in the executive department, 
but which leaves that department with all bridges burned behind 
it bound for a very uncertain career in the legislature; or it may 
be one which grows out of the efforts of special legislative com- 
mittees established for gathering the estimates or for considering 
the various estimates as and when they are individually presented. 
Of the former our National procedure before 1921 is an instance; 
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the latter may be seen, broadly speaking, in the provisions for 
budget control of the states of Arkansas, Rhode Island, Pennsyl- 
vania, and, possibly, New York. Speaking in regard to the Nation- 
al situation prior to 1921, Professor Adams says: 


Under the new government of 1789 the popular branch of the Legislature 
was given the exclusive right to “originate” money bills, and this fact, taken 
in connection with the instinctive jealousy of executive authority, produced 
in the United States a budget of the legislative type. The interpretation 
placed on the prerogatives of the executive also contributed to the same 
result. The president has no official authority to give shape to finance 
measures. “The regular statement and account of receipts and expenditures 
of public money” for which the Constitution provides, is a duty imposed on 
Congress and not on the executive. The Secretary of the Treasury, although 
a cabinet member, has never been regarded as a finance minister responsible 
for the framing of finance bills. As an administrative servant of Congress, 
his hands have from time to time been somewhat strengthened, but this has 
always been at the expense of bureau chiefs and heads of departments, and 
not at the expense of what Congress has assumed to be its constitutional 
prerogatives. Such changes as have taken place seem to encourage rather 
than to discourage executive disintegration in budgetary matters, and the 
executive officials, knowing that they have no constitutional basis for con- 
structive action, have quite generally acquiesced in the legislative assumption 
that the executive department has no responsibility for the framing or 
meaning of finance bills. If to this be added the fact that members of the 
House and Senate exercise practically an unlimited right of initiative and 
amendment during the passage of money bills, while the veto of the President 
is limited to the approval or disapproval of appropriation bills en bloc, 
the essential weakness of the executive in matters of financial procedure 
becomes evident. 


The United States practice at the time quoted may be taken as 
excellently representative of the operation of political considera- 
tions leading toward a financial plan prepared in the legislature. 
Its principal feature is the diffusion of responsibility for finance 
bills, as evidenced by the fact that, during the time at least up to 
1921, the House and Senate were “so organized as to distribute 
authority for the appropriation of public moneys between twenty- 
nine independent committees, of which fourteen are committees of 
the House and fifteen committees of the Senate,” and the further 
fact that demands for appropriations could be presented from five 
sources. Congressional disorganization showed itself, as one author- 
ity puts it, “in the unlimited right of amendment of reguiarly 
reported bills by individual members, as a result of which legis- 
lative enactment was removed yet another step from executive in- 
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fluence, and committee responsibility, as distinct from executive 
responsibility, was thereby greatly impaired.” Thus in the typical 
legislative budget we must find evidence of the authorizing body, 
conceived not as a unit but as a gathering of distinct individuals, 
standing on the assumption that the executive has no responsibility 
for the framing or the meaning of finance bills, and jealous of its 
prerogatives, seriously resenting any encroachment upon its his- 
torical right to handle the public purse. 

An illustration of the joint budget is that of Wisconsin. There 
the Board of Public Affairs is the legal head of financial admin- 
istration. It may be of interest to note that this board consists 
of the Governor as chairman, the Secretary of State, the President 
of the Senate, the Speaker of the House, the Chairman of the 
Finance Committee of the two houses, and three members appointed 
by the Governor “with the approval of the Senate and removable 
by the Governor.” By this it may be seen that at least on paper 
an attempt has been made in this state to secure centralized 
preparation such as that for which the executive budget is designed 
and at the same time, by bringing to the task outstanding rep- 
resentatives of the authorizing body, to allay the hurt feelings of 
those who would, at almost any cost, preserve that body’s pre- 
rogatives in matters of fiscal legislation. 

The antithesis of the looseness of budget preparation coming 
under political considerations—at least, as previously noted, super- 
ficially observed—is the single closely-knit, unmistakable financial 
plan dictated by those of a financial character. It is fairly axiom- 
atic in finance, whatever the particular field of the expenditure 
problem, that the idea of a program of expenditure which is compre 
hensive, which is a study of the relative significance of the various 
demands upon a given purse, is fundamentally incompatible with 
that of a decentralized approach to its preparation. This can 
mean nothing else than that budget organization should be con- 
ceived as one transcending barriers of a purely political character 
which have come as a result of the growth or establishment of a 
given type of government; that it should be viewed as an organiza- 
tion consciously superimposed upon the governmental organization 
as such for the avowed purpose of effecting an end toward which 
political prejudices and procedures are naturally at enmity. If we 
give this thought the freest play we are led unavoidably to say 
that the preparation of the financial plan, as the first act of sound 
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budgetary organization, should reside in the hands of a single body 
characterized by expertness in the field of finance, by responsive- 
ness to the legitimate demands of the public service, by willingness 
to assume responsibility for the measures it promotes, and by the 
possession of a close intimacy with the actual spending operations 
of the past. 

Such a body as these principles require could be a single com- 
mittee in the legislature working in cooperation with the executive 
as the spending agent of the government; it could be a joint budget 
board; or it could be an executive department functioning as if 
making the financial plan were its logical task to perform. In any 
case it would be a body proponderatingly executive or, at all events, 
executive in sympathies and background and outlook upon what 
may constitute the needs of public service. As one writer says: 
“In its initial stage the budget naturally pertains to the executive.” 
The typical legislative committee system, working quite indepen- 
dently of what may rightfully be called a budget organization, 
leads to inexcusable looseness, distortion, and waste with respect 
to the satisfaction of public needs. It permits the broadest free- 
dom of what we may perhaps call the natural legislative blindness 
to what makes for an intelligent disposition of governmental re- 
sources over the entire area of consideration. Its most serious weak- 
ness lies in the almost insurmountable difficulty of imputing re- 
sponsibility for the success or failure of a given program of ex- 
penditures. In regard to the National procedure in finance before 
the recent legislation, one authority writes: “The separation of the 
committee on expenditures from the committee on income, and the 
removal of both committees from any constitutional influence or 
legal control of the executive department, lead to an unwarranted 
looseness in all matters of fiscal legislation.” The mixed commit- 
tee system, of course, “does not hinder the executive from prepar- 
ing independent estimates and making suggestions and recom- 
mendations to the legislature.” “Practically, however,” says J. P. 
Jensen, “such unrelated suggestions are likely to be ignored and 
the basis of the executive recommendations to the legislature must 
come from information which will only duplicate that of the legis- 
lative budget-making machinery.” 

It has been suggested that a single legislative committee work- 
ing through the executive department under definite legislation to 
that effect would meet the requirements of sound financial prin- 
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ciples, although the admission is pertinent that should such an end 
be gained it would be done only at the expense of a disregard of 
the political principle of the separation of powers which is built in 
the American system of government. Clearly the legislature is en- 
titled to its prerogatives with respect to passing upon questions of 
public policy; preservation of legislative rights is of course es- 
sential to the complete realization of popular government. But 
such rights should be exercised in such a way as to take full ad- 
vantage of the various points of view requisite to a proper inter- 
pretation of what constitutes sound fiscal policy without negating 
its fulfillment by ill-advised discussion hinging on the preservation 
of those rights irrespective of the public issues to which they may 
have a purely ephemeral relation. In regard to financial measures 
the legislature is best viewed as a check or balance; it is to a body 
primarily executive to which one must look for adequate considera- 
tion of all the equities for which government serves as agent. In 
his book on public finance, J. P. Jensen says: 


Economy and efficiency are urged in favor of the executive budget because 
it is prepared by the administration directly in charge, who presumably are 
best acquainted with the public needs. The legislature must necessarily 
labor under a discontinuous and cumbersome form of organization; some 
degree of centralization is inevitable and desirable in budget preparation, 
and this can best be accomplished in the executive. The executive is or 
should be held responsible for the administration, and this responsibility 
must suffer if he is not permitted to present public needs. The discussion 
of the estimates of the executive will provoke publicity, such as cannot be 
had if the discussion is confined to the committee rooms; and the executive 
is in much better position to secure publicity and public interest. If the 
executive appears before the legislature to explain and defend his pro- 
posals in the light of his previous performance, there is an opportunity for 
debate on any item; while such discussion can hardly be had if the legis- 
lature alone prepares and deliberates on the estimates. It is certainly 
simpler for the individual member of the legislature to form an opinion 
about any vote upon estimates, when at the beginning of the session they 
are presented in a unified and coordinated form than when they must be 
prepared and acted upon one by one at different times during the session. 


Only by means of a single body definitely charged with budget 
preparation and so placed with respect to the spending areas and 
equipped to know what is going on throughout the entire field of 
public service can we hope for a rational first step in establishing 
an effective budgetary organization. Whether this body is the 
executive or executive department as such is not so important as 
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that it should be executive in its attitude toward fiscal legislation. 

In a very real sense the legalization of the budget—that act of 
realizing the financial plan which follows upon its preparation— 
is the most crucial test of the effectiveness of any budget machine. 
The transmutation of the budget as a report into the budget as a 
law carries with it the liability that its real preparation may prove 
to be anybody’s job; or, as we might put it, as the budget is legal- 
ized so will it be prepared. In speaking of our National budget 
bureau idea, one authority writes: “Recent legislation is an at- 
tempt at executive control, but whether or not, subsequent to the 
presentation of the budget to Congress, this control can be negated 
in the process of deliberation and ratification is quite another 
question.” Another writes in regard to the Maryland executive 
budget: “How the plan will work as the years pass it is difficult 
to tell. Were the governor a member of the legislative body and 
the government a committee responsible to the legislature, the plan 
would be logical and doubtless workable; as thing are, the citizens 
of Maryland must be prepared for frequent interruptions of public 
business because of political deadlocks.” Still another writer says, 
in commenting upon the working of the Maryland idea: 

As the plan has worked out, the serious weakness of the Maryland 
budget system seems to be the unfortunate position of the governor with 
respect to the administrative departments and the lack of adequate pro- 
cedure for legislative consideration of the budget... . Most of the re- 
view work in the legislature is done by two committees, which have, worked 
separately and which have not co-operated at any time because of poten 
hostility. 

Speaking of New Jersey’s so-called executive budget, the following 
quotation from Cleveland’s book on the budget is pertinent: 

For constitutional reasons the budget law of New Jersey contains no pro- 
visions governing the legislative procedure upon the governor’s proposals. 
It has been the practice of the joint committee after having received the 
governor’s budget, to do whatever investigating it deemed necessary and 
then proceed to draft the general appropriation bill, disregarding, if it chose 
to do so, the governor’s recommendations. As a result, the legislature has 
followed practically the same procedure since the adoption of the budget 
law as it did before in making appropriations. 

These quotations illustrate very well the meaning of the absence 
of properly coordinated effort in the acts of preparing and legaliz- 
ing the budget as a report. Preparation of the financial plan can 
be beyond criticism and still prove to be nothing but wasted effort 
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if its legalization does not operate simply as a systematic continu- 
ation of the financial processes involved, rather than a glorious 
opportunity to frustrate executive desires and to satisfy the private 
ends of busy political factions. 


Ideally, we might say, legalization should constitute no more 
than an extension of the task incident to preparing it for the vote, 
and it should be so understood under conscious realization, and 
explicit realization in the form of a budget law, of the indispensable 
character of financial organization in getting maximum results. 
Without such an attitude or frame of mind on the part of the 
authorizing body it is useless to look for that routine cooperation 
so essential to smoothly-working fiscal procedure. Legislative 
policy should in fact be to hold the presumption to lie in favor of 
the budget as prepared, causing its own political organization to 
adapt itself to that which has previously handled the document in 
such a way as, for the time being, and for the sole purpose of good 
financial legislation, to make it a part of a much larger organization 
rising above the limits established by mere political traditions and 
precedents not seriously disregarded, or not disregarded to such 
an extent, at any rate, as to portend the subversion of the basic 
structures of a republican form of government. That the ends of 
popular government are not infrequently defeated by the too san- 
guine observance on the part of zealous persons of the rules and 
procedures conceivably a quite legitimate by-product of its earlier 
development may be set down without comment. At all events, 
whether or not this legislative attitude of which we speak will hap- 
pen to be a sensible one for the authorizing body to take toward a 
given reported budget will naturally transpire in the work of re- 
viewing the document prior to its presentation to the vote. It 
follows from what has already been said that this act of reviewing 
the financial plan should be in the hands of a small body of picked 
men skilled in approaching the expenditure problem in sympathy 
with a centralized effort to effect its solution. 


In regard to the presentation of the budget to the vote, one may 
note at one extreme the practice of voting for an expenditure en 
bloc; while at the other he may find that program broken up into 
its possibly hundreds of constituent parts, each one of which is 
given distinctive consideration. In speaking of the act of voting 
one authority says: 
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The practice of voting the budget by chapters has much in its favor pro- 
vided these chapters represent some definite interest. The danger, however, 
is that the divisions will be made so minute that the same interest or 
service will claim from the legislature several separate votes, in which case 
one is not sure in giving his approval to an appropriation what additional 
sums may be necessary to make full provision for the service in question. 
This being the case, it is likely that such portion of a given service as first 
receives the attention of the legislative body will secure a larger share of 
the funds which may appropriately be granted than is justified by its relative 
importance. The same danger arises between the several interests them- 
selves except they be combined in some comprehensive group of services. 
Nothing is more common than that ample provision is made for the service 
which first presents its claim, and that other services equally meritorious 
should find the funds exhausted before their claims are presented. This 
is the natural result where the legislature votes the budget in the form of 
a large number of unclassified chapters. Such a method tends to destroy 
a just balance in appropriations, not only between various bureaus or de- 
partments which together make up the public service, but between the 
various interests that lie within the bureaus or departments themselves. . 
The custom of voting the budget en bloc or in a few grand chapters is 
equally pernicious, since in this manner the vote is deprived of any definite 
and specific meaning and the administration is largely freed from legislative 
control. ... The general principle seems to be that the chapters submitted 
for final vote fail to have a definite and precise meaning; on the other hand, 
that the appropriations should not be divided into so many bills as to en- 
danger a just balance between the various lines of public service. This 
seems necessary in view of the fact that the appropriation of money for 
future service is, in a sense, an examination of the manner in which money 
has been expended for past services. 


In this connection we should emphasize the desirability of a 
standard unvarying classification of estimates, whatever the par. 
ticular form or arrangement in which they may be given, with 
which the voting body may become familiar and over which it may 
require only the minimum amount of time to arrive at an intel- 
ligent appreciation of the fiscal policy which those estimates em- 
body. Nothing should remain undone, in designing budget organ- 
ization for the act of legalization, to promote “harmony between 
the document as a report and as a law.” 

The final question in establishing an effective budget organ- 
ization has to do with an administrative machine designed to cen- 
tralize spending authority, to account for actual operations under 
the budget law, and to provide current data for testing whether 
those operations are in accordance with the intention of the 
framers. With respect to accounting, it should be said that any 
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system under the budget organization should embrace all depart- 
mental units, and should be more than the typical governmental 
check upon custodianship of funds. The new Federal arrangement 
providing for the auditing and accounting departments under the 
comptroller-general of the budget, and for standard accounting 
systems for all the departments of the administration, is in keeping 
with this principle. Under its operation the problem of budget 
preparation in the future should be relieved of a number of the 
difficulties which in the past have attended the presentation of 
the executed budget. In regard to the importance of having a cur- 
rent, up-to-date check upon all operations which a central account- 
ing organization should make available, it would be difficult to say 
too much. In the municipal field, especially, the mistake has only 
too often been made of disregarding the principle that public serv- 
ice is a function of two variables, of a period of time and a sum 
of money. Without a proper check upon the rate of expenditure 
many an administrator has innocently defeated the purpose of the 
support appropriated for some really vital public activity; with 
that check attention is directed to any disregard of the budget plan 
and a permanent record provided for the definite fixing of responsi- 
bility. The control over actual expenditure should be carefully 
centralized to insure maximum results under any plan of budgetary 
control of public fiscal policy. 

Thus the budget returns as a law to be administered by that 
department which should have a larger part in its preparation, hav- 
ing passed through the hands of that governmental agency designed 
to protect and defend the principles of popular government against 
presumptuous acts of the executive, but at the same time in 
position to promote the ends of sound fiscal policy through a wise 
deference to the strategic position which he occupies in virtue of 
his authority as central spending agent, as a direct representative 
of all the people, and as one equipped to see the expenditure prob- 
lem in its most comprehensive outlines. And thus we have an un- 
ders. .nding of a budget organization, as distinguished from the 
budget as a mere document, consisting in a capable single body 
established for the preparation of the fiscal plan, in a legalizing 
unit adjusted by law to the presumption that the budget as a re- 
port is an expression of the needs of the people, and in an executive 
department designed to take the budget as a law and see that 
expression is given concrete utterance in the everyday living of 
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the community. Such an organization would constitute the highest 
conceivable application of the principle of cooperation, of give 
and take, of self-resignation, in the interest of all the beneficiaries. 
It is simply a case of the most capable in a group doing the plan- 
ning for an emergency, in the remainder wisely acquiescing in that 
plan, with reasonable limitations, and in them all living up to 
it. And under the proper kind of financial organization the legisla- 
ture would not be the highly objectionable “rubber-stamp” at 
which so many raise their hands in horror, but it would stand all 
the more strongly intrenched in its constitutional position as the 
ultimate determiner of public policies, unembarrassed with divert- 
ing detail, keeping reserved in the background the great power it 
has not infrequently descended to use upon trifles. 

As a concluding sentence we may repeat the thought we had at 
the outset, that the idea of the budget is commendable, but it only 
half solves the problem of sound fiscal control; to it must be added 
the willingness of the various interests involved to work in har- 
mony, in accordance with the principles of finance, under its pro- 
visions. It is this willingness which goes hand in hand with what 
we have called the budget attitude or frame of mind, and which, in 
practice, means the functioning of an efficient budget organization. 
Without this the budget as an instrument of control is a misnomer. 


THE INCIDENCE OF ABANDONMENT LOSSES 


By Lawrence H. Fiecx, Southern Methodist University 


When fixed assets are scrapped there is a possible loss to the 
owners in that costs unrecovered through depreciation charges 
made during the life of the asset plus cost of demolition may be 
greater than the salvage value. In order that there may be as few 
factors as possible with which to deal, it will be assumed in this 
study that salvage values exceed the cost of demolition, with the 
result that abandonment losses may be regarded, for all practical 
purposes, as arising from the excess of unrecovered costs over net 
scrap value. The causes of abandonment may be classified into 
three groups: (1) physical factors, or wear and tear; (2) acci- 
dents; and (3) functional factors, or obsolescence and inadequacy. 
These causes of abandonment must be kept in mind when consider- 
ing the incidence of abandonment losses. This study will be 
limited to such losses as they apply to fixed tangible assets. 
Machinery and buildings will be taken as representative of this 
group. 

MACHINERY 

A number of hypothetical cases based on the following state- 
ments will be taken up to develop the theories expounded. The A 
Co. purchased a machine June 1, 1918, for $6,100. It was estimated 
at that time that this machine woud have a service life of ten 
years, and that at the end of that time $100 net over cost of re- 
moval could be realized for it as scrap. Depreciation has been 
charged at the close of each fiscal year ending May 31, using the 
straight-line method for calculating the periodical amounts. 

Case I. June 1, 1926, the machine is worn out and must be 
replaced. At this date there is an abandonment loss resulting from 
unrecovered costs to the extent of $1,200, arrived at as follows: 

Original cost, June 1, 1918 «0.00.00... $6,100 
Depreciation provided, 8 years ................ 


Net Book Value, June 1, 1926 ...........00....... 
Serap value realised 


In this case the cause of abandonment is found in the physical 


$1,300 
100 
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factors. The loss of $1,200 has arisen because wear and tear has 
been going on at a more rapid rate than was anticipated when the 
life was estimated to be ten years. The result has been that the 
cost of production for each year in the past has been under- 
stated by $150 by the insufficiency of the depreciation provision. 
This error can be corrected now only by charging the $1,200 of 
unrecovered cost to Surplus. 

Case II. June 1, 1926, the machine was wrecked by an acci- 
dent and must be replaced. Assuming the same scrap value as in 
Case I, the same loss of $1,200 will be realized. An unusual loss 
brought about in this manner is seldom provided for in making the 
allowance for depreciation, because it is so contingent in nature. 
Unless provided for through insurance, this loss must be charged 
to Surplus as was the loss in Case I. However, it is more in the 
nature of a capital loss than an understatement of the costs of the 
past eight years. The previous periods have not received any part 
of this $1,200 value lost by accident, nor will there be any benefit 
accruing to future periods as a result of this forced replacement. 

Case III. June 1, 1926, the product made by this machine has 
gone out of style and it is decided to discontinue its production. 
Since this machine, it is assumed, is especially adapted to the pro- 
duction of the now obsolete product, and cannot be used for any 
other purpose in production, it must be scrapped. As in Case I 
there is a loss of $1,200 due to unrecovered cost. It might be con- 
sidered that this is an unusual loss which is not a cost of pro- 
duction for any period or periods if it is assumed that the obso- 
lescence of the produce could not be forecasted. On the other hand, 
it might be assumed that the obsolescence of the product could have 
been forecasted, in which case the output should have borne the 
total depreciable value over the useful life of this machine. In 
either case the abandonment loss of $1,200 should now be con- 
sidered a charge to Surplus. 

Case IV. June 1, 1926, a new machine has been brought onto 
the market which appears to be much more efficient than the old 
machine now being used by the A Co. It is assumed that the new 
machine will cost $10,000, will have a service life of ten years, and 
a net scrap value at the end of its life of $200. Since the old 
machine is not worn out, it could be continued in use for the next 
two years, the balance of its service life. The only question is one 
of the relative efficiency of the two machines, which is shown in the 
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following schedule of comparative costs per unit of output. The 
annual operation expenses other than depreciation are assumed to 
be such amounts as would indicate a higher operating efficiency 
for the new machine than for the old one. For the purpose of 
abstraction the annual production is assumed to be the same for 
the new machine as for the old one. 

New Machine 


Old Abandonment Loss 

Machine Excluded Included 

Annual Depreciation Expense .................$ 600 $1,040 $1,160 
Annual Operation Expense ........................ 1,500 1,000 1,000 
Annual Production in Units of Output 1,000 1,000 1,000 
Cost per Unit of Output .......00 . $2.10 $2.04 $2.16 


It will be seen that two different sets of figures are shown for 
the new machine. In column “A” the $1,040, annual depreciation 
expense, is ten per cent of the difference between the original direct 
cost of the new machine, $10,600, and the estimated scrap value, 
$200. In arriving at the annual depreciation expense of $1,160 
shown in column “B,” the $1,200 of unrecovered cost on the old 
machine was treated as a cost of the new machine. Thus: 


($10,600+-$1,200 ) —$200—$1,160 
10 


It is evident that, if the relative costs per unit of output are to 
be the deciding factors in the settlement of the question of whether 
to continue to use the old machine or to scrap it and purchase the 
new machine, two opposite conclusions will be reached by first 
using the unit cost shown in column “A” and then by using that 
shown in column “B” to compare with the figure of unit cost for 
the old machine. If the old machine were continued in use, the 
cost per unit of output would be $2.10 for the next two years, the 
remaining life of the machine. If the $2.04 cost per unit as shown 
in column “A” were compared to the figure of $2.10, it would 
appear that there would be a saving of $.06 per unit by installing 
the new machine. But this comparison disregards altogether the 
$1,200 abandonment loss of $1,200 on the old machine, which should 
be offset against the apparent saving of $.06 per unit arising from 
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the operation of the new machine. Or. the other hand, if the old 
machine were continued in use the $1,200 unrecovered cost would 
be recouped through depreciation charges in the future periods, 
assuming that it lasts its estimated iife period. 


The best way to offset the abandonment loss on the old machine 
against the apparent saving in unit cost by installation of the new 
one is to consider the loss on the old machine as a part of the 
cost of the new one. This theory contends that the cost of the 
new machine installed, ready for operation, is $11,800 instead of 
$10,600. Under this theory the cost per unit of output becomes 
2.16, which is $.06 per unit greater than the cost per unit would 
be if the old machine were used. It is patent that in this case it 
would be an unwise policy for the A Co. to consider that the old 
machine has become obsolete. In fact it has not become obsolete 
and will not be superseded by the new machine until some change 
takes place which will result in a lower cost per unit of output 
for the new machine including in the cost of the new machine the 
abandonment loss on the old one. 


It has been shown that the abandonment loss arising from the 
scrapping of an obsolete machine in favor of a new one which has 
superseded it, must be considered in deciding whether or not the 
old machine is really obsolete. The next step is a very easy one to 
take. The abandonment loss is, in effect, a part of the cost of the 
product which will be turned out by the new machine. Therefore, 
if it is decided to abandon the old machine in favor of the new 
one, the abandonment loss should not be charged to Surplus, as 
is a common practice, but should be capitalized as a part of the 
cost of the new machine and enter into costs through the deprecia- 
tion charge. The product turned out by the new machine receives 
the benefit of increased efficiency and should bear the burden of the 
unrecovered cost of the old machine. 


The case of abandonment caused by inadequacy does not appear 
to be essentially different in the treatment of an attendant loss, 
from that where the cause is obsolescence. Both of these causes 
are functional in nature, i. e., the proper functioning of the asset 
has been interfered with by causes other than those dealing with the 
physical condition as affected by wear and tear, accidents, etc. As 
E. A. Saliers has said, “In a general sense, inadequacy is a question 
of size and power while obsolescence is one of type and quality.” 
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BUILDINGS 


As in the study of abandonment losses in connection with 
machinery a number of cases will be taken up in order to juvest- 
igate the incidence of losses arising from abandonitiz bui'dings, | 
The B Co. owns land carried on the books at cost $100,909, and a 
building which has a net book value of $53,000 on — tine 1, 1926. It 
is assumed that this building originally cost $205,000, when it was 
acquired on June 1, 1888, had an estimated life of fifty years, and 
an estimated scrap value of $5,000 net over demolition costs. 


Case I. June 1, 1926, the building is worn out and cannot be 
continued in use without extraordinary repairs which would be 
uneconomical. Assuming that the estimated scrap value will be 
realized, there will be a loss of the $48,000 unrecovered cost of the 
building. This loss should be charged to Surplus. In this case 
the costs of operation of previous periods have been understated on 
account of the fact that the actual life of the building has turned 
out to be twelve years shorter than the estimated life of fifty years. 
Even though the land may have appreciated in value more than 
enough to offset this loss of $48,000, it would be improper to charge 
the land account for it and thus capitalize it permanently instead 
of allowing it to reflect against the net result of the earnings of 
previous periods which is shown in the surplus account. The over- 
statement of the earnings of the previous years can be corrected 
only through the surplus account. The recognition of any appre- 
ciation in value of the land should stand on its own merits. 

Case II. June 1, 1926, the building is damaged by accident 
such as earthquake, fire, tornado, etc., (not covered by insurance) 
to such an extent that it would be uneconomical to attempt to put 
it into condition by repairs. Assuming that the estimated net scrap 
value of $5,000 will be realized, as in Case I, there will be a loss of 
$48,000 unrecovered cost of the building. In this case also the 
loss should be charged to Surplus. This is an unusual loss and is 
not related to the costs of revenue of any period or periods. As 
in Case I it would not be proper to offset this realized loss against 
an appreciation in the value of the land even though the theory 
be held that the increased value of the land has been realized. 


Case III. June 1, 1926, the building has become inadequste to 
meet the demands of a rapidly growing trade. Here it is assumed 
that the old building is in such physical condition that it could 
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be used for the remaining twelve years of its estimated life. If the 
B Co. chose to continue using the old building until it were worn 
out, however, it would lose the profit on the trade that would be 
forthcoming provided a building of proper size and arrangement 
were to be had. On the other hand, by continuing to use the old 
building the B Co. would recover the full depreciable value of the 
old building through depreciation charges and there would be no 
unrecovered cost, assuming realizable net scrap value to be the full 
$5,000 as estimated. 

If we assume that the B Co. decided to scrap the old building 
and erect a new structure to cost $500,000, the problem of how to 
dispose of the unrecovered cost of $48,000 on the old building would 
arise. Aside from considering the abandonment loss as an expense 
for the present period, which is obviously an untenable view, there 
are two possible solutions to the problem of its disposition: (1) to 
charge the loss of $48,000 to Surplus; and (2) to capitalize it. To 
charge the $48,000 to Surplus would be to treat it as a loss which 
is in no way related to future periods. It would seem that this 
unrecovered cost is not such a loss, however, since the B Co. could 
have continued to use the old building but decided to scrap it be- 
cause profits, to be secured under the expanded scale of operations 
made possible by the new and larger structure, will much more 
than offset the loss on the old building. The costs of previous 
periods have not been misstated and, although this is an unusual 
loss, it is definitely related to the future and should be capitalized. 

If the abandonment loss of $48,000 is capitalized, to which as- 
set should it be charged, the land or the new building? Before at- 
tempting to answer this question, the nature of each of these as- 
sets must be very carefully noted. Land used as a site and build- 
ings used for operations are both fixed assets. Despite the fact 
that land and the buildings on ‘t are usually sold together at one 
price, their values should be recorded separately. Buildings are 
classed as producible goods, the price of which is determined 
largely by cost of production. On the other hand, land is a fixed- 
supply good, the price of which is determined, in general, by de- 
mand. Buildings are subject to periodic depreciation in values; 
it is inevitable that the buildings must some day be scrapped and 
will bring only a nominal salvage value. The value of land, being 
determined as it is by demand, is subject to fluctuations either up 
er down, though the common experience in a growing city is for 
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land values to increase. In the economic sense the value of build- 
ings passes into the product turned out during the life of those 
buildings; i. e., a portion of the building value enters into the 
costs of obtaining revenue from the sale of product each period. 
The value of land, however, does not become a cost of obtaining 
revenue; capital investment remains therein until the land is dis- 
posed of through sale, gift, or otherwise. Any loss on the sale 
of the land is a loss of capital investment which is not chargeable 
as a cost against the revenues of any period. 

It might be argued that the unrecovered cost of $48,000 on the 
old buildings which are being scrapped should be added to the 
land account. The increased demands of trade which have rendered 
the old building inadequate would no doubt also be refiected in in- 
creased values of land sites in this section. This land site which 
originally cost $100,000 might very well now be worth $200,000. 
To charge the abandonment loss of $48,000 to the land would be 
only to recognize a portion of this appreciation in the value of the 
land. If the unrecovered cost were handled in this way, it would 
never become a cost of obtaining revenue for the future periods 
which benefit by the decision to scrap the old structure and build 
the new one. 

Opposed to this theory of charging the unrecovered cost in 
abandoning the old building to the land, is the theory that it should 
be regarded as a part of the cost of the new building. The essential 
difference between these two ways of treating the abandonment loss 
is that if it were charged to the land it would be permanently 
capitalized, whereas if it were charged to the new building it would 
be written off over the life of the new building along with the other 
costs of the structure, and thus would become a cost of obtaining 
revenue derived from future operations. In other words, if the 
unrecovered cost of $48,000, which would develop in abandoning 
the old structure, were to be charged to the new one, it would be 
recovered to the extent of $960 per year through depreciation 
charges, assuming the life of the new building to be fifty years. In 
abandoning the old building there must have been some advantage 
arising which offset the loss of $48,000, or the B Co. would have 
continued to use the old building, since inadequacy to meet the 
demands of a growing trade is assumed to be the only reason for 
abandonment. These increased demands of trade give rise to the 
offsetting advantage of greater profit. To secure this greater profit 
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the old building must be abandoned. To abandon the old build- 
ing will give rise to the loss of $48,000 in unrecovered cost. Thus 
it appears that the abandonment loss is a cost of the increased 
profits to be obtained by operating in a more adequate structure. 
If this $48,000 were permanently capitalized by charging it to the 
land, it would not be shown as a cost of the profits of the future; 
whereas treating it as a cost of the new building results in its 
entering into the expenses of future periods. 

Some light might be thrown on the question of 
whether to charge off the abandonment loss to the land or to the 
new buildings by studying the long-time effect of each way of 
handling it. If, over a period of several centuries, charges were 
made to the land for abandonment losses, costs might very well 
be accumulated far in excess of an investment value which, in view 
of the use made of the site, would indicate a poor utilization of the 
economic resources of the business. On the other hand, if the 
abandonment losses were charged to the new buildings each time, 
they would be recovered through depreciation charges, and at a date 
some centuries later, the investment values for land and buildings 
would more nearly accord with those which would bear a proper 
relation to each other. It seems that each case of abandonment 
should be treated as a separate affair and not be carried beyond the 
periods which receive the benefits of each new building. 

In the above discussion inadequacy was assumed to be the 
reason for abandoning the old building. It does not seem that the 
conclusions reached would be any different if obsolescence 
of the old structure were the factor interfering with its proper 
functioning. 

Case IV. The B Co. is contemplating the erection of a million 
dollar office building. The site on which it is decided to build is 
now occupied by an old structure which is valued at $50,000. It 
is agreed to pay the owner of the land and buildings, $250,000 
therefor. A wrecking company agrees to demolish the old struc- 
ture for its scrap value, the site to be cleared for construction of 
the new building. The question arises as to the treatment of that 
part of the purchase price which is represented by the old building 
to the extent of its value, $50,000. There would seem to be two 
possible methods of handling this outlay: (1) to charge it to Sur- 
plus; and (2) to capitalize it. If the charge were made to Surplus 
it would evidently be considered as a loss. It seems unreasonable 
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that the B Co. would make an investment in a loss. Looked at 
from the viewpoint of the fundamental scheme of debit and credit, 
it appears that the transaction was one involving an exchange of 
assets rather than a decrease in the asset, cash or equivalent, ac- 
companied by an increase in the asset, land, and a decrease in the 
net worth. 

If the outlay of $50,000 which is represented by the value of the 
old buildings is to be capitalized, what asset should be charged 
with this loss of abandonment? One method of capitalizing these 
costs would be to charge the land account for only $200,000, the 
$50,000 value assigned by the former owner to the old building to 
be treated as a part of the cost of the new building. The full price 
asked by the former owner might be considered to cover the un- 
recovered cost of the old building and opportunity value of the 
land. It is true that the B Co. would be just as willing to pay 
$250,000 for the cleared site, but would it have to pay that sum if 
the old building had just reached the end of its useful life from 
the physical causes of depreciation rather than having its natural 
life cut short by the functional causes of obsolescence or in- 
adequacy ? 

It might be argued that the $200,000 value assigned to the land 
by the former owner was in anticipation of the new million dollar 
structure which was to be built. The land has a certain value for 
site purposes. By value here is meant exchange value. There are 
two factors, which together form the foundation blocks upon which 
this value is based; viz., utility and scarcity. The particular utility 
which is involved in this case is the capacity of the land to serve as 
a site for buildings. There are, of course, many different types of 
buildings which could be built on the land and certain types are 
very much limited in the uses to which they can be adapted. Cer- 
tain land sites are especially suited, because of location, environ- 
ment, physical structure, etc., to serve the needs of these specialized 
buildings. In a particular community the number of sites is 
limited, which condition constitutes scarcity, the element of value 
complementary to utility. Both of these conditions, utility and 
scarcity, must have been fulfilled before a land site will come to 
have a value in exchange as a site. 

The B Co. purchased this particular site because, all things 
considered, it was the most desirable. The former owner agreed to 
sell to the B Co. because it offered the best price. The B Co. was 
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willing to pay the former owner for the unrecovered cost of the 
old building in addition to the value of the land, in order that the 
new building might be erected thereon immediately. The in- 
centive was the profits to be obtained from the use of the new 
structure. Thus the extra cost entailed in recompensing the 
former owner for the unrecovered cost of the old building becomes 
a cost of the revenue derived from the new building. Since the 
returns, as far as the services of the new building are concerned, 
will be forthcoming only during its life, the abandonment loss on 
the old structure should be treated as a part of the cost of the 
new building in order that, through the depreciation charges, it 
may enter into the costs of revenue of the future periods. In this 
way, the abandonment loss would become expense over the periods 
receiving the benefits which could be obtained immediately only by 
incurring such a loss. 

A more logical way of handling the outlay seems to be to charge 
the land account with the whole $250,000. This method is based 
on the theory that the full cost of the land includes all costs of 
acquiring it and putting it into condition to receive the new struc- 
ture. It is argued that the B Co. would just as willingly have paid 
the former owner $250,000 for the site cleared of the old building. 
As it was, the B Co. paid the $250,000 with the full knowledge that 
the old building would realize nothing but a scrap value which is 
assumed to be exactly offsffet by the cost of demolition. The land 
site was wanted for the services that could be received from it, and 
it must have been considered to be worth the full $250,000, since 
the B Co. could have assigned no value whatsoever to the old build- 
ing in view of its decision to demolish that building as soon as it 
came into possession of the site. It made no difference to the 
B Co. what respective values the former owner assigned to the land 
and old buildings, it was interested only in the land and considered 
it worth the full price paid. 

From this viewpoint it might be said that there was no real 
abandonment loss in connection with the old building since the full 
cost was considered an investment value at the outset. This 
method of handling the outlay of $50,000 results in permanently 
capitalizing it together with the outlay of $200,000. 

Case V. The B Co. has purchased a site on which to erect a 
large building. The desired land was occupied by several frame 
houses. It was expected that the houses could be moved to some 
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lots which are outside the business section, and this plan was con- 
sidered in deciding to pay a price of $250,000 for the land and 
buildings. Of the total purchase price $200,000 was considered to 
be the value attaching to the land, and $50,000 to the houses. Some 
time after the purchase had been consummated it was discovered 
that a fire regulation would prevent the removal of the houses and 
their transfer to the other lots. The houses were then torn down 
to make room for the new building, a wrecking company agreeing 
to demolish them for their salvage value. Should the value as- 
signed to the houses, $50,000, be charged to Surplus or should it be 
capitalized ? 

If the outlay of $50,000 were charged to Surplus, it wouid be 
treated as a loss. It might be argued that this amount was not 
considered to be a cost of the land when the purchase was made, 
but rather it was to be capitalized as investment in the houses 
which were to have been moved to the other lots. When it was 
found that a fire regulation prevented the transfer of the houses 
the investment became a loss and should be so treated in the ac- 
counts. The total purchase price, $250,000, did not contemplate the 
loss of $50,000 which resulted when the investment value of the 
houses disappeared upon their being destroyed. 

If the outlay which had been made on the houses were cap- 
italized it could either be added to the cost of the land or be 
treated as a part of the cost of the new building. The conclusions 
reached in Case IV would apply here; i. e., if capitalized at all, it 
is a cost of the land. The argument for charging the loss to Sur- 
plus fails to consider one very important step in the proceedings. 
It is true that so far as the houses are concerned, the investment 
value of $50,000 has disappeared, but with the decision of the B Co. 
to proceed with the plans to use this particular site, the loss on the 
houses was simultaneously considered as a proper item to be 
figured into the cost of the land. With the decision to use the land 
as the site for the new building, all costs in connection with clear- 
ing the land for construction became investments in the land. It 
may be unfortunate for the B Co. that the land has cost them more 
than it was originally figured to be worth when it was purchased, 
but, nevertheless, the decision to use the land despite the fact that 
the investment value in the houses has disappeared with their de- 
molition, has made the land cost the B Co. the full $250,000. 

The above hypothetical cases were purposely made very abstract 
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so that confusion might not result from considering the effect of 
several factors at the same time. In the case of buildings there 
might very well have been a difference between demolition cost and 
scrap value. This difference should have been added to or sub- 
tracted from the unrecovered cost of the old building to determine 
the real abandonment loss. In most cases the principal factor en- 
tering into an abandonment loss would be the item of unrecovered 
cost of the old building or machine. 
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ITALIAN DOUBLE ENTRY IN EARLY ENGLAND 


By A. C. Lirrieton, University of Illinois 


For literature and art the Renaissance was literally a “rebirth.” 
These elements of culture had previously reached a high plane of 
perfection only to sink out of sight for long centuriees until revived 
and extended as the medieval era in Italy began to emerge from the 
mists of the Dark Ages. Culture was thus reborn, not cut from 
new cloth. It rested directly upon the heritage of an older 
civilization. 

It was this same period of greatly stimulated human activity 
and this same country of artists and of merchants that produced 
Double Entry Bookkeeping. But for Double Entry this was no 
renaissance; it was a new thing that was now made. There had 
been a literature to be lost and recovered; but there had been no 
Double Entry. It was not simply a revival of Roman bookkeeping, 
as far as we know Roman practices; it was a completely new in- 
strument (although fashioned out of scraps from far and wide— 
the resultant of fusing certain Roman practices and Oriental 
mathematics in the furnace of the commercial necessities of a tre- 
mendous trade). 

Double Entry rapidly spread from Italy throughout Europe in 
the sixteenth century* and has remained unchanged in its essential 
features throughout the centuries. In Great Britain, however, the 
adoption of the Italian method was accompanied by certain modifi- 
‘vations in the manner of analyzing transactions, even though most 
of the basic ideas and practices were accepted as designed. This 
modification is less surprising when it is recalled that Great 
Britain was the only country in Europe to have any accounting 
methods of its own at the time it received the Italian system. The 
“Charge and Discharge” system of accounting had been in use there 
long before the newer ideas reached the island. But as a system it 
was clearly inferior to Double Entry in flexibility, and consequent- 
ly it was finally superseded by the more useful methods. Yet 
Charge and Discharge methods of thinking out transactions did 


*Pacioli’'s book (1494) is usualy credited with having made the Italian 
method known to Europe generally, even though Double Entry is known 
to have been practiced by Italian branch houses in London as early as 
1436. Cf. “Double Entry Bookkeeping in England before Hugh Old- 
castle,” Accountant, January 16, 1926, p. 91. 
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not pass without leaving their imprint upon the methods of reason- 
ing which took their place. 

It is the writer’s present purpose to indicate the change in 
point of view which took place during the process of “Anglicizing” 
the Italian ideas of record-keeping, and to suggest, as a plausible 
explanation, that preexisting local ideas may be expected to give 
something of their own color to those which may be imported. In 
order to do this, it is desirable to contrast the early British and 
early Italian ideas of transaction analysis while in the process 
of resolving them into bookkeeping entries. 

The earlier writers on the Italian method did not enter into 
much explanation of how they thought transactions out, but con- 
fined themselves strictly to showing in detail how to perform the 
acts of record-keeping. Their reasoning, therefore, must be deduced 
from the phraseology used and by trying to read between the lines. 
In this connection the wording of the early ledger entries is much 
more helpful than that of the journal entries, because the latter are 
expressed in part in brief phrases which had already taken on the 
character of technical symbols.* The early ledger entries, however, 
were written out in full, expressing apparently just what passed 
in the mind of the one making the entry. The three sets of ledger 
entries of this type which are given below are selected from widely 
different sources and dates as indicated. 

Lepeer Entry I (1436-1439) 

From the ledger of Fillippo Bonomeo e comp., the London 

branch of a large Italian trading house (Milan) :+ 


Giovani Bindotti must give Giovani Bindotti must have 
on 8th March s.4. 4 per Gio- on the 8th March £19.11.11 
vani Vanuzzi, to whom cred- by Barromej of London, to 
ited on folio 18 ................. £0.4.4. the folio 4 .........000...... £19.11.11. 


*In journalizing, the words “per” (by) and “a” (to) were used to designate 
the debit item and the credit item respectively as 
per Pepper, a Cassa 
Nothing is said by the early writers to explain just what there was in 
the word per to suggest shall give (i. e., debit) or in the word a to sug- 
gest shall have (i. e., credit). Their instructions placed the terms upon 
a basis of purely mechanical symbolization. But it would be reasonable 
to expect that the journal entry as phrased consisted only of a residue 
of essential words, the rest of a more or less complete sentence being 
dispensed with in the writing although perhaps originally carried in 
the mind. 
7From a monograph in “Archivo Storico Lombardo, Giornalle ella Societa 
Storica Lombarda,” by Dr. Gerlamo Biscaro, Milan, 1913, quoted by P. 
K. in “Double Entry in England before Hugh Oldcastle,” Accountant, 
January 16, 1926. 
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This entry is from the account books themselves and is in the 
bilateral form shown, although using Roman numerals. 


Lepcer Entry II (1494) 


From the only example of ledger entries given by Pacioli in 
his Summa, the first printed work on Bookkeeping :{ 


Francesco, son of Antonio Francesco, son of Antonio 
Cavalcanti, shall give, on Cavalcanti, shall have, on 
Nov. 12, 1493, £20, S4, D2, Nov. 14, 1493, for £62, S13, 
which he promised to pay to D6, which he brought him- 
us at our pleasure for Ludo- self in cash; posted cash shall 
vico, son of Pietro Forestani, give at page 2 ........ £62, S13, D6. 


This entry is Pacioli’s illustration of the practices current in his 
time in Venice. While it does not purport to be copied directly 
from any actual book of account yet one may be easily satisfied 
that Pacioli is authoritative. 


LepGer Entry III (1522) 


Two items from the Ledger (1519-1527) of Thos. Howells, a 
dyer of cloth in London :* 


(a) (b) 
John de Lassys and John de R. Donnington ought to have 
Rowso of Muros in Galicia in barbing of a short Plonket 
ought to give acec’t of Broad- that Th. Petter delivered you 
£74, OS, OD. 


Howells’ ledger is not reproduced in the reference cited; only 
extracts and excerpts are given. It is not possible to say, there- 
fore, whether or not the accounts were bilateral in form, although 
they may be presumed to have been from their other similarities to 
the Italian. 

These old entries call for several observations. In the first 
place it will be noted that each entry expresses a complete thought. 
Very likely the wording is much as if the thought had been spoken 
and probably it would have been easily understood by anyone who 
heard it so phrased. Perhaps the completeness of the thought ex- 
pressed will be clearer if the old entries are rendered a little more 


t“Ancient Double Entry Bookkeeping,” by John B. Geisjbeek, Denver, Colo- 
rado, wherein the original book is reproduced and translated. 

*Quoted in “The History of the Worshipful Company of Drapers of London,” 

Johnson, Vol. II, p. 253. 
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freely than the more or less literal translations given above, and 
if they are slightly modernized in amounts, etc. The entries are 
therefore restated below. 

THE 1436 ENTRIES RESTATED 


B. “must give” $4 to us (Pro- B. “must have” back from us 
prietors) because on March 8 (Barromej) the $19 deposited 
he assumed the burden of V’s with us on March 8 ............ $19. 
Gent. .................../ $4. 

THE 1494 ENTRIES RESTATED 
F. “shall give’ $20 to us be- F. “shall have” back from us 
cause on Nov. 12 he promised the $62 he deposited Nov. 14 
us he would pay on demand with us in cash .........00....... $62. 
the debt which L. owed to us. 

THE 1522 ENTRIES RESTATED 
L. and R. “ought to give” me D. “ought to have” $.50 from 
an accounting in money or in me for fuller’s work done on 
goods for the_ broadcloth $.50. 


shipped in their care, ete. ....$74. 

In addition to being framed in complete sentences, all of the 
entries are observed to contain certain “words of accountabil.iy” 
—that is to say, words which were regarded as just as indispensable 
in making an accounting entry out of an otherwise straightfor- 
ward sentence, as in modern times the words of negotiability (i. e. 
“or order”) are regarded as indispensable in a bill of exchange. 
The words of technical significance in the above entries are out- 
lined below: 


For Debits For Credits 
Entry 1—must give must have 
Entry 2—shall give shall have 
Entry 3—ought to give ought to have 


These phrases all express the same basic idea; the differences 
are only variations in emphasis. Clearly the idea of “give” was 
directly associated with debits and “have” with credits. The debit 
side of a bilateral account was the ‘give” side and the credit side 
was the “have” side.* It will appear presently that the English 


*It is interesting to note that this basic concept is preserved in the designa- 
tions given to the two sides of an account in both Italian and French, and 
in German as well. 

Italian French German 
Dare | Avere Doit | Avoir Soll | Haben 

Each term used for debit and credit either is, literally, “give” and “have,” 

or can be traced to these verbs. The English designation, however, has 

a very different root, namely debeo, to owe, and credeo, to trust. 
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concept of the significance of the two sides is rather the reverse 
of this. 

Thus it appears that the early ledger entries were fairly com- 
plete sentences expressing complete ideas. They were in fact mem- 
oranda of what the writer wanted to avoid forgetting and probably 
were cast into the forms of expression of ordinary speech. What 
we find written in the old books gives us therefore some idea of 
how 15th century merchants thought their transactions through 
for recording purposes. 

The point of view was always very personal. In Entry 2, for 
example, Francesco “promised to pay to us at our pleasure.” In 
the other entries personal pronouns referring to the one who is 
writing are clearly implied by the wording. These personal pro- 
nouns are inserted herein where the entries are restated. The 
medieval merchant for the most part conducted his business upon 
an individual proprietorship basis, often to the extent of mixing 
purely personal affairs such as household expenses and legacies 
with his business records. “The business” as an entity, we may 
feel sure, did not occur to him. The records he kept were “pro- 
prietor’s” records—very personal and no doubt jealously guarded. 

In addition it is to be observed from the wording of the entries 
that the records were cast in the future tense. “Must give,” “shall 
have,” “ought to give” are phrases which look to the future. This 
sense of futurity is brought out more clearly in the entries as re 
stated. It is but natural that this thought of the future should 
be an obvious part of the early records because no other kind of 
entry would be regarded as necessary. Before bookkeeping grew 
into a completed structure for recording all transactions, only 
those were written down which might be forgotten—incompleted 
transactions with others. An exchange of goods for goods would 
end there; with nothing to remember there was nothing to record. 

The old ledger entries, then, contain these three characteristics: 


(1) The entries are complete sentences expressing complete ideas. 

(2) The entries are written from the point of view of the pro- 
prietor—i. e., his accounts with others. 

(3) The entries were definitely stated as memoranda of expected 
future occurrences. 


How would these ideas of framing ledger entries be stated in a 
general rule? We do not know; none of the early writers tried to 
reduce the process to a general rule. The nearest they got to it was 
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to have rules for specific accounts as: “Goods Account is debited 
for Purchases.” Since they stated no general rule we shall then 
frame one for ourselves. The following hypothetical rules are 
offered in the attempt to reduce to simple, concise statements the 
ideas of transaction analysis which seem to have been at the basis 
of the formulation of Double Entry. 


(a) A sum is to be entered as “shall give,” if the person involved 
is obliged to return to me at a later date an equivalent for 
what he has just now received from me. 

(b) A sum is to be entered as “shall have,” if the person involved 
is entitled to receive from me at a later date an equivalent 
of what he has just now given me.* 


These statements of principle may be abbreviated somewhat as 
follows: 


(a) X shall give what he now receives—(i. e., Dr. X). 
(b) Y shall receive what he now gives—(i. e., Cr. Y). 


Still further shortened, the rule becomes: 


(a) Debit what shall be given (to me). 
(b) Credit what shall be received (from me). 


By a process of deduction we conclude that the early medieval 
Italians might have analyzed business transactions by the help of 
some such rules. Whether they did or not, we do not know; yet 
to us it would seem logical from the way the ledger entries them- 
selves were stated. 

In contrast with these “deduced” Italian rules, notice the clear- 
ly stated general rules which appear when the Italian method is 
first made available in the English language. 


ENGLISH GENERAL RULES 
Oldeastle (1543), Peele (1569), Mellis (1588)? 


“There is a rule ....to be learned by rote as by reason.... 
all things received or the receiver must owe to all things delivered 
or to the deliverer.” 


*Compare with the following German explanation of the technical terms 
Debit and Credit: 

“Der Empfaenger eines Wertes wurde als Schuldner, der einen 
Gleichwert geben soll, mit “Soll,” der Geber eines Wertes hinge- 
gen als Glaeubiger, der einen Gleichwert zu empfangen hat, mit 
“Hat,” Besw. “Haben,” bezeichnet.’—“Buchhaltungslexikon,” by 
Stern, p. 560. 

tQuoted by P. K. in Accountant, January 16, 1926. 
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Dafforne (1660)t 


“Whatsover cometh to us 
(whether money or wares) 
for Proper, Factorage, or 
Company account, the same 
is Debitor.” 


“Whatsoever goeth from us 
(whether money or wares) 
for Proper, Factorage, or 
Company account, the same 
is Creditor.” 


The modern counterpart of these early rules is found in almost 
every elementary bookkeeping text in the rule: 

Debit what is received; credit what is given. 

These English rules, it will be observed, are almost the reverse 
of the “Italian” rules as derived above. 


Italian English 
Dr. What shall be given (to Dr. What is received (by 
me). me). 
Cr. What shall be received Cr. What is given (by me). 
(from me). 


To be sure the result of both analyses is the same. That which 
shall be given back by the person or account debited is just what 
that person or account has received. Looking only to the result, 
it seems immaterial whether we say, with the Italian, 

X shall give back (what he has received) 
or with the English, 

What X has received (he shall give back) 

But since we are trying to understand how transactions were 
thought of rather than merely to see what the results of the anal- 
yses are, a difference in the manner of expressing similar ideas 
may be significant. 

It is not mere chance that the Italians emphasized the future in 
treating debits by selecting one phrase of the complete thought (i. 
e., shall give), while the English emphasize the present by selecting 
the other phrase of the same thought (i. e., what is received). The 
Italians could hardly have taken the other point of view and been 
consistent with the environment in which accounting first de 
veloped. No more could the English, for the environment receiving 
the transplanted Italians methods was very different from that in 
which those methods first took root. 

Italian bookkeeping began with the records of money-lenders 
and dealers in exchange who were made necessary by the extensive 


tGeisjbeek, “Ancient Double Entry Bookkeeping,” quoting the 1660 edition 
of Dafforne, whose illustrated entries are dated 1930-34. 

Also see Malynes (1686) “Ancient Law Merchant,” for a later 
edition of Dafforne. 
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commerce of the country. Mere detached memoranda sufficed— 
memoranda of unclosed transactions in credits. Completed trans- 
actions, such as converting one coinage into another, were disposed 
of on the spot. The lenders had no interest in a record of such 
occurrences. The present aspects of their activities of handling 
coins and hearing promises were obvious to the senses, but the 
future aspects—the expectation or obligation of later payments— 
might easily be forgotten. The present act was known to both 
parties and was taken for granted; the future act, where the 
lender’s real interest lay, might be denied by the debtor. The 
dealer’s own obligations to pay in the future might find him un- 
prepared if he did not know his amounts and maturities, or his 
creditors might dispute his remembrance of the amounts concerned 
if he had no records. His vital interest lay in the future; his 
thought constantly ran in that direction. His memoranda, couched 
in the words of his thought and interest, therefore naturally laid 
stress upon, such phrases as “shall give” and “shall have.” 

The whole fabric of British thought, however, was very different. 
At the time their accounting methods were being developed they 
were not a nation of traders. Money exchange was not an impor- 
tant function with them as with the Italians who were traders. 
The British in the 13th and 14th centuries were much more 
isolated both as a nation and as communities within the nation. 
Little “trafficking” was carried on and money-changing was un- 
called for. 

But the feudal system was close-knit for all of its self-sufficing 
manors and villages. The essence of the system was an unbroken 
chain of “fealty” extending from the king through the whole of 
society down to the humblest serf and artisan. Authority extended 
from the top downward and all of the authority and privileges 
which were parceled out to those lower in the scale carried 
definite obligations in return. Everyone had a well developed 
sense of dependence upon another and of being responsible to him. 
Everyone felt himself accountable to an immediate superior, and 
acted as if he were in some degree or other the latter’s agent. 

This social background, so different from the independent life 
of the individual in Italy, would be expected to produce a very 
different kind of “recording-need” and a very different attitude 
toward the ends to be accomplished by the records. 

Feudalism produced an atmosphere of agency and stewardship 
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rather than ownership 1nd proprietorship, such as was engendered 
in the more commercial Italy. None but the King was absolute 
sovereign over his property with full, free, and untrammeled power 
to dispose of it without consulting the plans or will of another. 
The nobles held their lands under the King’s pleasure and the 
noble’s peasant tenants held such land as they used solely under 
their master’s pleasure. English “business” in the 13th and 14th 
centuries was confined to small artisans and peddlers—nothing to 
call up any sort of record-keeping. The largest activity was the 
maintenance of the manor house and its self-sufficing community. 

The only “big business” of the day was the management of the 
nobles’ estates and their large households. The management of 
the noblemen’s manors was delegated to stewards or bailiffs, and 
the relationship between baron and bailiff was that of principal 
and agent.* While the steward was an important dignitary in 
the nobleman’s household, the limitations of his powers were well 
defined. Although he might possess, control and dispose of various 
kinds and amounts of assets, he did so only through delegated au- 
thority. The property itself was not his; he held no lawful title 
to any of it. The use and disposition of what he controlled was 
not according to his own discretion but according to his master’s 
instructions. 

The steward could not be said to be indebted for whatever he 
might hold. Not owning it, he could not owe for it; not having 
borrowed, he could not be pressed for an equivalent. He was 
under no necessity of paying for what he held. He could return 
what was placed in his charge or he could report it as consumed in 
the natural course of events. In a word, property placed in his 
control and profits coming to him through the use of property 
were not his own, but only his to account for. 

These are the characteristics of “stewardship,” and they grew 
naturally out of the activities of the times and the type of social 
organization then prevalent. The man who borrowed from a money- 


*See P. V. B. Jones, “The Household of a Tudor Nobleman,” University of 
Illinois Studies in Social Science, Vol. VI, No. 4, for an intimate picture 
of English life built largely upon information in household account 
books between 1462 and 1640. By this time the function of “bailiff” or 
“steward” had been expanded in many establishments to include a 
chamberlain, a steward, a treasurer, and a comptroller. The duke of 
Norfolk, for example, in 1483 had a receiver, who collected the rents, 
etc., and an auditor for “taking the accompt,” as well as a steward and 
somptroller. 
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lender in medieval Venice was a debtor in fact; but the steward in 
medieval England was far from being a debtor. The steward was 
put in charge of property, of incomes, of expenditures; he was 
charged with whatever he was made responsible for. A charge was 
something to be explained; a satisfactorily explained charge was 
a discharge. When the steward could satisfactorily explain how 
he had disposed of his responsibilities, he was discharged of what 
he had been previously charged. 

Observe that a discharge was inconceivable before a charge had 
taken place; one could not be discharged if he had never been 
charged. Under the “charge and discharge” system what we call 
a credit could not appear first, because a credit (discharge) could 
only explain what had happened to something previously given. 

A tabular statement of some of the various transactions which 
would produce a charge to the steward and some of the acts which 
would discharge him will help to summarize the characteristics of 


stewardship. 
The steward would 
Charge himself for: Discharge himself by: 
1—Items of property put in his 1—Old items of property given in 
care. even exchange. 
9—New items of property re- 2—Items consumed (finally or in 
ceived in even exchange. production). 
38—Natural increases, as in crops, 38—Gifts, etc. (authorized). 
cattle, ete. 4—Losses by accident, disease, 
4—Gifts, ete. or exchange. 
5—Gains and profits on exchanges fy—Return of the property in- 
of property. tact (inventory). 


Clearly the charges were values which were received by the one 
doing the recording and not values for which the person charged 
must pay (“shall give”). The point of view of one making these 
records was that of one who had received the charges;* the point 
of view of the one making the early Italian entries in accounts with 
persons, on the other hand, was that of one who records the obliga- 
tion of another (“he shall give” rather than “I have received”). 


*An English writer in the late 13th or early 14th century says: “He who 
renders account ought to swear that he will render a lawful account and 
faithfully account for what he has received of the goods of his lord, and 
that he will put nothing in his roll save what he has, to his knowledge, 
spent lawfuily and to his lord’s profit.” 

Woolf, “A Short History of Accountants and Accountancy,” p 85, 
quoting from Lamond’s edition of Walter of Henley’s “Husbandry.” 

The italics are by the present writer. 
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In a similar way the discharges summarized above were values 
given up by the one doing the recording and not values which the 
recorder (as a creditor) would later have to pay. The point of 
view of the one making these entries in England was that of one 
who had given up (discharged) a responsibility; on the other 
hand, the point of view of the one making the (credit) entry in 
Italy was that of one who records the expectations of another 
(“he shall have” rather than “I shall give’). 

The English steward was intent upon keeping “my” account 
so that “I” may be able to report properly to “my lord,” the Earl of 
Whatnot. The Italian money-lender, however, was intent upon 
keeping “his” account (an account with “him,” another person) so 
that the debtor, if need arose, could be confronted with his ac- 
count, that is, the acknowledgment of the debt practically in his 
own words (e. g., “I, Francesco, shall give—etc.”). In case the 
creditor should later lay claim to more than he had deposited, the 
money-changer could confront the creditor with his account stated 
practically in the words of the verbal transaction. 

What is the conclusion? Nothing momentous, certainly; a 
better view of how men thought five or six hundred years ago, 
perhaps. 

Italy had its own environment and its own type of activities; 
Great Britain had its own. Each country produced a good method 
for recording those financial occurrences which to the people con- 
cerned seemed to warrant recording. That the methods were dif- 
ferent, although originated at about the same time, and that pre- 
existing ideas should color the imported ideas—these are to be 
expected. That the two systems should so well fit together when 
finally laid side to side, however, is vastly surprising. 

The systems existed side by side for many years—even to-day 
the heritage of “Charge and Discharge” accounting is found in 
executor accounting, where it still is quite apropos. But only the 
fittest survive among methods as well as among plants and animals. 
Italian Double Entry was the more flexible, the more fitted to sur- 
vive. Double Entry was basic and it was broad; Charge and Dis- 
charge was suited only to certain rather limited conditions. 
Double Entry survived every early competition from the British 
system, and it has survived later competition from other systems— 
Logismography, Statsmography, et alas well. It is suitable for 
all sorts of conditions and capable of tremendous expansion in 
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all of the many situations in which we find Double Entry useful 
and throughout all of the expansion we have ever seen or conceived 
of, there runs a thread of fundamental logic which is inescapable 
and which unites what would otherwise be chaotic memoranda into 
a harmonious whole. Therein rests its superitority. 

That very same thread of logic ran through the first completed 
structure of Double Entry in the 14th century just as it does to-day. 
No alterations in basic fundamentals have taken place since that 
time. Has the world which has used Double Entry since the Middle 
Ages been so conservative then that it has not tinkered to improve 
its instrument? Tinkering there has been in plenty but tinkering 
has resulted only in the improvement of the technique of operation, 
in the clarity of the description of the processes, and in the exten- 
sion of accounting’s sphere of usefulness. It has never been able 
to disturb the fundamental logic. The old Italian money-lenders 
and traders got out a real basic patent, and that was about 500 
years ago. 


q 
q 


THE USE OF COSTS IN SETTING SELLING PRICES 


By Perry Mason, University of Michigan 


In almost every presentation of the advantages and purposes 
of a cost accounting system the possibility of using costs as the 
basis for fiving selling prices is given special attention. The fol- 
lowing quotations from various texts and articles indicate the 
positive character of such assertions: 


“The fixing of a sale price on the article, which while covering all ex- 
penses shall at the same time leave a margin of profit, is a prime essential 
in every business.” 

“. ... to indicate the probable cost of production so as to enable the 
manufacturer to determine the price at which he can profitably sell.” 

“... the management has the necessary data at hand to guide it in 
making changes of policy or methods, these including ... . establishing 
correct selling prices with the true costs as the basis.” 

“It is impossible to fix intelligently the selling prices of products unless 
costs are known.” 


Some authors have been more cautious and have recognized the 
limitations necessarily present in the situation: 


.... to guide in price-making, when we can make prices.” 

“Selling prices are often built upon the manufacturing costs as a founda- 
tion.” 

“. ... basis for estimating selling prices within the limitations of supply 
and demand and competition.” 

“The fixing of selling prices is not merely a question of determining his 
cost and adding a certain amount of profit. .. .” 

“The advantage of cost systems as aids in establishing selling prices has 
been overemphasized.” 


But very few have presented an analysis of the ret: *ionship be- 
tween cost and price determination. 
The evidence in business practice is varied in wacter. The 


statement is published in the daily papers that the price of golf 
balls is to be reduced by a prominent rubber company because 
of a drop in the price of rubber and the possibility of taking ad- 
vantage of the economies of large-scale production due to the in- 
creasing popularity of the game. A magazine article states that 
every recent drop in the price of Ford automobiles has brought the 
price below the cost of production at the time the drop was made, 
reliance having been placed upon estimated future costs computed 
in view of the expected increased sales resulting from the new 
prices. A manufacturer of steel balls states that one of his most 
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popular sizes has been selling below cost for some time due to the 
action of a small competitor who makes a “leader” of this par- 
ticular size. A contractor insisted that it was an established policy 
of his company to fix their prices by first determining the estimated 
or actual cost of the material and labor on a job and then adding 
one hundred per cent for overhead and profit, but he admitted after 
being questioned further that of course if the competition were 
especially weak or strong in the bidding on a particular job the 
usual practice might be abandoned. 

It would seem to the student of economics that there is little 
opportunity for most manufacturers to “fix” their own prices, 
since price determination is the result of a group of forces operat- 
ing over the market as a whole, and the part played by an individ- 
ual manufacturer is usually only indirectly related to the final 
price at which a given product sells. The most that the individual 
producer can expect to do is to fix provisional prices. The problem 
of most producers would appear to be this—given a certain prevail- 
ing price for a product, can I keep my costs sufficiently below that 
price to leave me a profit? 

In any event, the question is sufficiently interesting and complex 
to make it worth while to analyze briefly the problem and attempt 
to restate more exactly the relation of the costs obtained from the 
cost system to the selling price of the product. 

Two groups of commodities should first be given special at- 
tention: (1) those produced under a cost-plus contract, and (2) 
joint-cost products. It is obvious that in the case of cost-plus 
contracts there is a direct relationship between cost and price. 
Such contracts came into prominence during the war and are al- 
ways effective when speed is of paramount importance, but at the 
present time they occupy a relatively insignificant position in the 
field of production. On the other hand, there can be no possible 
relation between cost and the price of individual by-products and 
joint-cost products. In order for production to continue the total 
price received for all products resulting from a given productive 
process must cover the cost of production, but as far as the price 
of an individual product is concerned the manufacturer is entirely 
dependent upon the demand of buyers. It is possible for him to 
create a demand in some cases by advertising but that is as far 
as he can go. In fact one method frequently used in costing in 
joint-cost production is to distribute the total cost as a function 
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of the selling prices ef the different products. The relationship of 
the total cost to the sum of the selling prices of all the joint-cost 
products follows the general principles which apply to ordinary 
manufactured commodities. 

Ordinarily the possibility of an individual manufacturer set- 
ting his own selling prices upon his products depends upon two 
principal factors: (1) the character of the competition in the par- 
ticular field involved, and (2) the position of the individual pro- 
ducer in the market. 

The degree of competition is dependent in part upon the nature 
of the product being manufactured. If it is one of a homogeneous 
group, a well known staple commodity, the producer can do noth- 
ing but sell his product at the prevailing market price. If it is 
unusual or distinctive in character the manufacturer can fix its 
price within limits the extent of which depends upon the degree of 
distinctiveness. The farmer can take the prevailing price for his 
crop of wheat or leave it. The price is determined by forces operat- 
ing over a highly competitive world-wide market. The automobile 
manufacturer can fix the price of his car, but only within narrow 
limits since although each car has its individual selling points it 
belongs in a general class of cars having a range of prices deter- 
mined by the general market conditions. When expert personal 
service is an important constituent of a given product, such as in 
the case of a gown created by a popular modiste, the price of the 
service or product furnished may not only be fixed at almost any 
figure by the seller, but even the law of single price may not be 
effective. 

When competion in the selling of a product is exceptionally 
keen, the seller tends to lose control over the fixing of his prices, 
but when he has a monopoly he can and will fix the price at that 
point which will give him the greatest net return. Even in those 
lines of production in which a close relationship between cost and 
price seems to exist—where estimates and bids are frequently used, 
such as in building contracting or job printing—competition is an 
important factor. A general fixed percentage of profit method may 
be followed when medium-sized routine jobs are under consider- 
ation, but when bidding is being done upon a large order, when 
several individuals are competing for the work, the price will be 
shaved down to the last possible cent. Under certain circumstances 
anything over and above the actual out-of-pocket costs may be ac- 
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cepted. On the other hand, if the job is very small and insigni- 
ficant, an unusually high rate of profit may be obtained. 

Certain producers occupy strategic positions in the field of pro- 
duction. When an article is first introduced on the market it 
usually goes through a stage in which the production can be in- 
creased at a diminishing unit cost. In this case the price will be 
fixed by the producer who is quick to follow up the expanding de- 
mand and is thereby realizing the greatest advantage of decreased 
costs from large-scale production. In the large majority of cases 
of manufactured products, production at any time could be greatly 
increased without an appreciable change in unit costs. Prices in 
such a situation are most likely to be set by the more prominent 
producers in the field, usually those operating on a large scale. 
When natural resources are the principal factor in the productive 
process, such as in the case of farming or mining, production can 
usually be increased only at an increasing unit cost. In such a 
case it can be conclusively demonstrated that the price of the prod- 
uct corresponds to the cost (including profit) to the marginal pro- 
ducer—the one who would first stop production if the price fell, 
but it is difficult as a practical matter to determine just who is the 
marginal producer. However, only one individual out of the entire 
group is directly responsible for the price and even he is ordinarily 
unaware of the importance of his position. 

Now as to the relation of all this to the problem under discus- 
sion—the using of costs in setting selling prices—it should be 
evident that in very few cases is there any direct relationship be- 
tween costs and selling price in the individual case. In a large 
number of instances the producer finds a price already prevailing 
in the market for his product and since his contrisution to the total 
supply is relatively small he would be foolish to take less than the 
market price, and he is in no position to ask more. At the op- 
posite extreme is the monopoly. It is true that anyone completely 
controlling the supply of a product is able to fix any price that he 
desires, and the price he will normally set is the one which will 
bring him in the largest net return, but there is no direct relation- 
ship here between cost and selling price. In between these ex- 
tremes cost may often be used as a basis for tentative selling prices 
but the actual prices which will prevail will be determined con- 
sciously or unconsciously by those producers who occupy the 
strategic points in price determination. 
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Nothing in this discussion should be interpreted as in any way 
detracting from the usefulness of costs; in fact just the opposite 
would be a better conclusion. In so far as the individual producer 
can not set his own selling prices he needs a better cost system 
and more detailed analyses of cost data in order to compete suc- 
cessfully in the market. Price determination is a complex process 
with many interrelating forces and proceeding largely by trial and 
error methods. In a great many cases provisional prices must be 
set upon products and cost is one useful basis for the determination 
of such prices. Even the monopolist, setting prices at will in order 
to get the highest possible return, must know his costs in order to 
compare the net return from different prices. 

Cost, then, can sometimes be used as a direct basis for setting 
selling prices, is often one of the important factors in the deter- 
mination of provisional selling prices, but many times the problem 
of the individual producer is to keep his costs below a selling price 
determined by general market forces and conditions. 


FUND AND PROPRIETARY ACCOUNTS IN GOVERN- 
MENTAL ACCOUNTING 


By Luoyp Morey, University of Illinois 


The ledger accounts of municipal and other governments may 
be classified under two heads: “proprietary,” including accounts 
with assets and liabilities, and with revenues and expenses; “fund,” 
including those accounts necessary to reflect the operations of the 
budget. Fund, or budget, accounts are peculiar to governmental 
organizations. They are necessary because the finances of such 
organizations are carried on in accordance with the budget system, 
which requires accounts which control and analyze the transac- 
tions incident thereto in accordance with the limitations set in the 
budget. They include particularly the following accounts, or ac- 
counts corresponding thereto: 


Estimated Revenues. This account will show, as debits, the budget est- 
imates of revenue expected to accrue during the fiscal period; as credits, 
the revenue actually realized. Its balance will, therefore, indicate what por- 
tion of the original estimate is not yet realized, or what amount has been 
realized in excess of the estimate. 

Appropriations. This account is credited with the amount appropriated 
in the budget or subsequently; it is debited with expenditures made from 
these appropriations; its balance indicates the amount remaining unex- 
pended ; allowance must also be made for encumbrances in the form of orders 
and contracts outstanding, which must be met out of the amount appro- 
priated. 

Reserve for Encumbrances. This account will show the amount estimated 
to become payable on orders and contracts placed and outstanding. 

Unappropriated Estimated Surplus. This account will indicate what 
amount of the estimated revenues of the fiscal period is not appropriated, or 
to what extent, if any, the amount appropriated exceeds the estimated 
revenues of the period. 


All above accounts must appear as a part of the accounts of 
each expendable revenue fund, since in governmental accounting 
each fund is a complete entity, requiring for its correct accounting 
a complete balanced set of accounts covering all its resources and 
obligations. 

It has been the common practice in the past to carry out a 
strict separation between “proprietary” accounts and “fund” ac- 
counts. Every transaction affecting a proprietary account, in- 
cluding accrual of revenue, expenditures, and cash receipts and pay- 
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ments, requires under this plan a dual entry: one complete double 
entry in the “proprietary” accounts, and a corresponding entry 
in the “fund” accounts. The following outline briefly indicates 


the procedure thus made necessary: 


(1) 
For estimated revenues as per budget: 
In fund accounts— 


Unappropriated Estimated Surplus ..................... 


(2) 
For appropriations as per budget: 
In fund accounts— 


Unappropriated Estimated Surplus 


For tax roll: 
In proprietary accounts— 


* Revenues (Reserve for Uncollectible Taxes) 
In fund accounts— 
. Available Balance 


Estimated Revenues 


For taxes collected: 
In proprietary accounts— 


In fund accounts— 


Available Cash 
(5) 
For miscellaneous revenues collected : 
In proprietary accounts— 


In fund accounts— 


For temporary loans: 
In proprietary accounts— 


In fund accounts— 


Reserve for Temporary Loans ..........00.......00000..... 


80,000 


20,000 


10,000 


10,000 


...$100,000 
96,000 
(3) 
80,000 
80,000 
80,000 
(4) 
20,000 
20,000 
10,000 
10,000 
(6) 
mF 50,000 


w Fund and Proprietary Accounts 
le (7) 
' For orders and contracts issued: 
y 
18 In fund accounts— 
Reserve for Encumbrances $ 25,000 
(8) 
For vouchers approved on orders and contracts: 
In proprietary accounts— 
In fund accounts— 
Appropriations (Unapplied Cash)f 20,000 
0 
(9) 
For payment of vouchers: 
In proprietary accounts— 
(10) 
0 For payment of Loans: 
In proprietary accounts— 
In fund accounts— 
a The general ledger accounts resulting from these entries would 
be as follows: 
FUND ACCOUNTS 
Estimated Revenues Appropriations 
(1) $100,000 (3) $80,000 (7%) 25,000 (2)  $ 96,000 
(5) 10,000 (8) ? (8) ? 
0 *Reserve for Temporary Loans *Available Balance 
(10) * 30,000 (6) * 50,000 (3) * 80,000 (4) * 20,000 
Reserve for Encumbrances *Unapplied Cash 
(8) 20,000 (7) 25,000 (4) * 20,000 (8) 20,000 
Unappropriated Estimated Surplus (5) * 10,000 (10) * 30,000 
00 (2) 96,000 (1) 100,000 (8) * 50,000 


*See later discussion. 


*To adjust differences between estimated and actual costs. 
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PROPRIETARY ACCOUNTS 


Cash Vouchers Payable 
(4) 20,000 (9) $15,000 (9) 15,000 (8) 20,000 
(5) 10,000 (10) 30,000 Temporary Loans 
(6) 50,000 (10) 30,000 (6) 50,000 
Tazes Receivable * Revenues 
(3) 80,000 (4) 20,000 (3) * 80,000 
*Hrpense (5) * 10,000 
(8) * 80,000 
BALANCE SHEET 
(Fund Accounts) 
Unappropriated Estimated Surplus .......................0..ccceeeeeees 4,000 100,000 
(Proprietary Accounts) 
Surplus: 


The writer believes that the segregation of these groups of ac- 
counts accomplishes no real purpose, but in fact results in a false 
showing of financial condition and in the unnecessary duplication 
of accounting entries. The resources of a fund consist of its assets 
in hand and the resources which are expected to produce tangible 
assets during the fiscal period. The obligations of a fund consist 
of the actual liabilities, the obligations in the form of orders and 
contracts which must be met out of the fiscal resources of the fund, 
and the commitments of those resources in the form of appropria- 
tions. The excess of resources over obligations represents the sum 
available for further appropriation, or the “unappropriated sur- 
plus.” No other figure of surplus can be of significance for any 
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purpose, and any figure not taking into account all of these items 
will be misleading and may lead to embarrassment. 

For these reasons, and in the interest of simplicity, the writer 
believes that the distinction between these two groups of accounts 
should be eliminated in public accounts; that the accounts of 
“available balance,’ “unapplied cash,” “reserve for temporary 
loans,” “expenditures,” “revenues,” and “surplus” should be omit- 
ted; that expenditures should be charged to “appropriations,” and 
revenues credited to “estimated revenues.” Under this plan, 
entries marked * in the above journal entries and ledge accounts 
would be eliminated and the number of entries and accounts mate- 
rially reduced. The balance sheet of the fund during the fiscal 
period under this plan would be as follows: 


FUND BALANCE SHEET 


Unappropriated Estimated 4,000 $105,000 

At the end of a fiscal period, budget accounts are assumed to be 
closed and the balance sheet is, therefore, automatically reduced 
to accounts of real assets and liabilities. During a fiscal period 
the “proprietary” accounts” cannot safely be segregated from the 
“budget” or “fund” accounts, as no intelligent or complete inter- 
pretation of the condition of a fund can be made without taking 
into account all its unrealized resources for the fiscal period as of 
date, and all commitments and encumbrances of those resources. 
Only in this way can the true surplus of a fund, the amount avail- 
able for further appropriations, be determined, and no other state- 
ment of surplus is significant, serviceable, or safe. 

Under this plan, the “estimated revenue” account contains on 
the debit side entries of budget estimates of revenue for the re- 
spective fund for the fiscal period. It contains on the credit side 
entries of actual revenues accrued for the fiscal period. The total 
credits for a given period, therefore, represent the revenues of that 
fund for the period. The balance in this account at any date will, 
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if a debit balance, represent the amount of estimated revenue for a 
fiseal year not yet realized; if a credit balance, the amount that the 
actual revenue for the year has exceeded the original estimate. At 
the end of the fiscal year any balance in this account will be closed 
to “unappropriated surplus.” 


The “appropriations” account will contain as credits the amount 
appropriated in the budget for various purposes payable out of 
the respective fund, together with any subsequent appropriations 
or other authorized credits. It will contain as debits the expendi- 
tures together with the outstanding orders and contracts charge- 
able to all appropriations for the fiscal period. The total charges 
for a given period (plus outstanding encumbrances), therefore, 
represent the total expenditures from that fund for the period. 
Allowance must be made, of course, for adjustments resulting from 
difference between estimated costs and actual costs. The balance 
at any time, if a credit balance, will represent the unexpired 
amount of appropriations for the fiscal period; if a debit balance, 
will indicate that the expenditures and encumbrances exceed the 
amount appropriated by this sum. 


The component parts of both the “estimated revenue” and the 
“appropriations” account may of course be segregated in the ac- 
counts, provided they are combined when balance sheets are pre 
pared. 


Appropriations act as limitations on the expenditures which 
may be made for government purposes, so it is necessary to account 
for these expenditures when they are first entered into in the form of 
orders or contracts. Orders and contracts entered into are fund 
liabilities which are expected to become real liabilities, and event- 
ually to be met by cash expenditures. As accounts have been set 
up for the estimated fiscal resources of funds, so accounts must be 
set up for the estimated liabilities of funds in the form of orders 
and contracts. When orders or contracts are issued or entered 
into, a charge will be made to appropriations as above indicated 
for the estimated costs of these orders or contracts. At the same 
time a credit will be made to “reserve for encumbrances.” When 
the vouchers in payment of these orders and contracts come 
through, a debit will be made to “reserve for encumbrances” ac- 
count for the estimated amount as originally entered; vouchers 
payable being credited. At the same time an adjustment will be 
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made to the “appropriations account” for any difference between 
the estimated amount as originally entered and the actual amount 
of the vouchers. 


From the above it will be clear that the “unappropriated sur- 
plus” account is a clearing account into which are credited the 
estimated amounts of revenue to be realized, and to which are 
charged all appropriations from that revenue. The balance in this 
account during the fiscal period, therefore, represents the unap- 
propriated balance of estimated revenue for the fiscal period. 
Should the debits exceed the credits it would indicate that the ap- 
propriations have exceeded the probable revenues. 


All revenue estimates and appropriations are for a fiscal period 
and at the end of that period any unencumbered balances in the 
appropriation accounts fall back into “unappropriated surplus.” 
The net difference, therefore, between the original amounts debited 
to “unappropriated surplus” for appropriations and the amount 
thrown back into ‘unappropriated surplus” represents the total 
expenditures for the fiscal period plus encumbrances outstanding 
at the end of the period. 


In a similar way any unrealized or over-realized balances of 
revenue estimates are closed back to “unappropriated surplus” at 
the end of the fiscal year. The difference between the original 
estimates of revenue, as credited to the “unappropriated surplus” 
account, less (or plus) the net amount unrealized or over-realized 
and debited back, constitutes the actual revenue for the period. 


The balance of “unappropriated surplus” at the end of the fiscal 
period indicates the surplus of revenue over expenditures and com- 
mitments for the period, or the deficit in the reverse situation. A 
credit balance at the end of a fiscal period represents the amount 
available for appropriation, which amount becomes a budget re- 
source of the subsequent period. It is now a “real” surplus of the 
fund to which it relates and no longer an “estimated” surplus. 


It will be evident that no attempt is made to deal with fixed 
assets and liabilities in this outline. 


Too often public accounts have been arbitrarily set up and kept 
in strict accordance with the practice in commercial accounting 
and too little attention has been paid to their peculiar functions 
and requirements. A careful analysis will indicate that while the 
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broad principles of accounting are applicable equally to both com- 
mercial and governmental accounts, certain distinctive methods 
should be followed in the latter to exhibit correctly and intel- 
ligently the facts for the uses and purposes which they are to serve. 
It is with this thought in mind that the proposals made herein are 
presented. 


t 
‘ 


THE ACCRUAL PRINCIPLE APPLIED TO BANK 
ACCOUNTING 


By W. H. Hussanp, Ohio Wesleyan University 


The accrual method of accounting is commonly accepted as the 
most scientific and accurate method of handling accounts. Yet, in 
spite of this fact, a great many banks fail to realize the significance 
of the accrual principle. This does not mean that banks pay no 
attention to the accrual method at all, but rather that they fail 
to do one or both of the following: 


(1) Use it as a means of measuring income. 
(2) Apply the idea to its fullest extent. 


In other words, at the present time a large number of banks regard 
accruals as a side issue rather than the main affair. 

By the accrual method, of course, we mean the coordinating of 
income and expense with time. Without considering the time el- 
ement, financial transactions would lose much of their significance 
and meaning. For instance, the flat statement that a certain in- 
dividual has made $100,000 in profits has little meaning until we 
know the time in which the profits were earned, i. e., whether it was 
a year, two years, etc. 

Consider the case of a person buying property in 1913 for 
$10,000 and selling it in 1918 for $20,000. Would it be correct 
to say that $10,000 in profits were made in 1918? As a matter 
of fact, the appreciation in value or gain may have occurred in the 
previous years, in which event the real gain would have been made 
not in 1918 but in the earlier years. In other words, the cash 
receipt is a mere incident of income, and is not necessarily income 
earned at the time it is received. 

Applying this concept of income to a more severe test, let us 
extend the above example and assume that the property was not 
sold in 1918, but was held until 1920, when it was disposed of for 
$8,000. Obviously, the net result would be a loss (leaving out 
taxes, other expense items, rentr return, etc.) of $2,000. However, 
this should not be interpreted to mean that there was no income 
between 1913 and 1920. Actually, there was income which in turn 
was consumed by depreciation in value. We can portray the facts 
of the case somewhat as follows: 
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The foregoing illustrations depict the accrual plan as applied to 
the changing value of assets. Because of the details such account- 
ing would involve and also because appreciation in dollars may not 
actually be appreciation in real value, this method is not employed 
very much, and perhaps rightly so. 

However, such is not the case in the accruing of current income 
and expense. Consider the following example: 

Mr. A borrows $1,000 from the XYZ Bank, giving in return his 6 

months’ note, dated April 30, with interest at 6%. 

When the bank closes its book on June 30, according to the cash 
method of accounting, no income would be recognized at all, inas- 
much as none of the interest has been paid. If handled on the ac- 
crual basis, however, $10 would be recorded as income, on the 
ground that one-third of the time had elapsed and was included 
within the current period. Expressing the matter in a more spe- 
cific way: there were six months of waiting necessary in order to 
collect $30 income, and now that two months of the six have ex- 
pired within the current period, should not the present period be 
given credit for one-third of the total income, which in this case 
would amount to $10. 

Similarly, when a bank discounts a note, the discount only be- 
comes earned income with the passage of time. While discount at 
6% on a $1,000 note running for 60 days is $10, that $10 is not 
completely earned until the 60 days have elapsed, inasmuch as the 
$10 is the reward or return for 60 days of waiting. 

While a great many bankers recognize the validity of the fore- 
going principle, they maintain that it is too detailed to put into 
practice, or that it does not mean anything if one should operate 
on the accrual plan. The latter objection should not carry much 
weight as we have already demonstrated the fundamental nature of 
the accrual system. As to the former objection, this can be rem- 
edied if the proper accounting system is applied. 

The accrual system is especially adapted to the banking field 
for two reasons: 


(1) Most banking transactions are on a time basis. 
(2) For purposes of check. 
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It is rather well understood that banks deal in time in that 
they charge a price for power to wait. This is the foundation of 
all credit transactions. A merchant who sells his goods on time, 
discounts his customer’s note at the bank because he is unable to 
wait until its maturity for payment. Likewise when a man receives 
credit on the merits of his balance sheet or otherwise, once more 
he is unable to wait until certain of his receivable or current assets 
may be liquidated and consequently goes to the bank and buys the 
waiting power. 

As further evidence of the significance of the time element in 
banking transactions, consider the German banks since the term- 
ination of the war. It is estimated that these banks lost many 
millions as a result of the depreciation of the mark. Whether 
such banks were operating or not, such losses were bound to oc- 
cur, because asset values were affected much more than current in- 
come transactions. With the passage of time, certain changes take 
place with a resultant effect upon the gains to be made by any 
institution. It is the essence of time to bring about changes— 
changes in material condition, in money values, and in any other 
values. Business is not static in nature, and much of the success 
which will accrue to any enterprise will be dependent upon the 
changes accumulating with time. 

The accrual system is also especially valuable in affording an 
excellent check for the bank, and particularly so where the auditor 
or comptroller at the central bank wants to supervise the opera- 
tions in the various departments of the main office and branch 
banks. This is the result of the fact that accruals must sooner 
or later be paid off in cash. At the same time, an accrual system 
that it is worth while to operate must be simple enough in ap- 
plication to be readily understood by the average bank clerk, com- 
prehensive enough to cover all of the various operations in the 
banking business, and, most important of all, accurate enough to 
constitute an actual audit and control of the income and expense 
accounts. 

As a result of the foregoing, certain questions as to the prac- 
tical application of an accrual system are probably in the mind of 
the reader. For example, the question may be asked, “How is it 
possible to know what the income accruals are to date?” or “How 
do you know what expenses are accrued at any one time?” The 
answer to such questions will be suggested in the following pages. 
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A SuccessruL AccruaL SysteM 


It is not the intent of the writer to set forth the technical fea- 
tures of the system now to be considered, but rather to present its 
general merits and principles. The system is technically known ag 
the “Adap-Table System,” invented and owned by the Foote Adap- 
Table Systems Company of Cleveland, Ohio. It is being used by 
a large number of banks,* and is gradually being extended. 

The Working Basis. Upon the installation of the system, the 
current daily earnings are determined for the major income class- 
ifications, and similarly with the expense items. From that time 
on, these figures are revised according to changes arising as a re- 
sult of new transactions, in order that they may be kept up-to-date. 
Although this sounds rather difficult, the process is rendered simple 
and time-saving by the use of “Adp-Table” method and equipment. 

Does Not Abolish Cash Accounting. Although the system is 
better known by its accrual features, it still provides for account- 
ing on the cash basis. On the surface, it might be inferred that 
this would give rise to a tremendous amount of duplication; but 
a study of the system in operation shows it to be very beneficial 
and without duplication, except such as is required for a complete 
control. The net result of carrying these two sets of figures is to 
reduce the time needed for proving and checking by approximately 
ninety per cent. Instead of using the old and familiar plan of 
double checking, a mutual check is provided by offsetting the ac- 
crual set-up “against the cash received (or to be received) ) or paid 
out on that particular classification.” 

Detects Errors. Furthermore, due to the check pointed out in 
the preceding paragraph, errors are immediately detected. Not 
only do the accruals check the cash; but also the cash, the ac- 
cruals. This is true both from the standpoint of day-to-day ac- 
counting and longer intervals. Cases are known where the audit 
division has saved banking institutions considerable through the 
continuous check afforded over the operating divisions. 

For example, if a discount teller receives $150 discount, and 


only shows $125 as income, the cash account will balance the 


*For example, it is being used by at least 10 large banks in Cleveland, 8 in 
Detroit, 6 in New York, 3 in Philadelphia, 3 in Toledo, 1 in Columbus, 
etc. When we remember in turn that these banks control hundreds of 

branches, we can appreciate the wide use of the system. It is interesting 

to note that it is being used by the Federal Reserve Banks of Cleveland 
and Philadelphia. 
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same as if no discrepancy occurred. While most bankers guard 
against such possibilities by various methods of verification, it is 
quite essential that the check be immediate and effective. This is 
very readily secured through the operation of the accrual plan. 

Internal Check. It is a well accepted idea that the most ef- 
fective guard against fraud, theft, error, etc., is an excellent system 
of internal check. This is one of the outstanding merits of the 
system under discussion, as it makes possible a continuous and 
independent check up on the operating divisions by the auditing 
department. This is the direct result of the mutual check pointed 
out previously. Under the system used by most banks (the ag- 
gregate method),* about the only check available is that obtained 
by double checking. Such an efficient scheme of internal check is 
especially necessary from the standpoint of branch banking, where 
the check must be both rapid and accurate. 

As evidence of the fact that this feature is appreciated by those 
who have applied the “Adap-Table” system, we might note the re- 
mark of a chief executive of a bank with resources of more than 
$200,000,000. He said that if it were a question of giving up the 
“Adap-Table” system or the rest of the audit department, the 
former would stay and the latter go. 

True Status Revealed. As developed in the early part of this 
paper and as commonly known, cash figures do not portray the 
exact position as of a certain date. They do not show the correct 
amount of interest yet earned, or the discounts which are collected 
but not yet earned, or the expenses which are accrued but not paid 
as yet, and a host of similar items. This notion is not appreciated 
by a great many bankers because they fail to visualize anything but 
a cash transaction. Consequently, it is believed that bankers will 
primarily adopt the plan from the standpoint of the check it 
affords instead of the general principles which are underlying. 

Conclusion. A satisfactory accrual system cannot be con- 
structed overnight, but involves intensive and detailed study. It 
must not only provide for the accounting of accruals, but must 
also guard against undue duplication. A study of the “Adap- 
Table” system in practical operation has convinced the writer that 
it is a very efficient check against error, is time-saving, and easily 
adapted to all banks. 


*Under the “aggregate” method, the various loans or securities are assembled 
according to rate, and the earning found for each rate group as a whole. 
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Accounting Theory and Practice, Volume II, Second Edition—Revised, by 
Roy B. Kester. The Ronald Press Company, New York, 1925. ix, 855 pp. 


This is the second edition of Professor Kester’s excellent work, “Account- 
ing Theory and Practice,” the first edition of which was published in 1918, 
It is designed as a text book for second-year students and deals chiefly with 
the problems of valuation and presentation incident to the preparation of the 
balance sheet and statement of operations. 

The revision is thorough and complete in every respect. A more logical 
order has been achieved by an extensive rearrangement of the material of 
the first edition. The number of charts and forms has been increased. 
Nearly one hundred pages are devoted to the important subject of deprecia- 
tion. Greater consideration is given to no-par stock, including an extended 
discussion of the various problems of valuation attendant to the issue, pur- 
chase and donation of this class of stock. The problems of the consolidated 
statements are more fully treated. An illuminating description of the retail 
method of valuing inventories is a very useful addition. 

A new chapter, “Reading the Balance Sheet,” is also a very important ad- 
dition to the previous work. In this chapter the author makes a wider 
choice of ratios than most of his contemporaries. Many of his methods of 
computation differ from the customary methods employed. At this point, 
however, it is to be regretted that most of the attention is devoted to the 
balance sheet ratios and very little consideration is given to the important 
ratios to be studied in the statement of operations. 

Another new and useful chapter discusses all of the principal problems 
involved in estate and trust uccounting. 

The practice data has been revised so that two full years’ work is pro- 
vided, making it unnecessary to use the same material two consecutive years. 

In every respect the work is a valuable addition to the present store of 
accounting text material and should bring great credit to its able author. 


ARCHIE M. PEISCH. 
Dartmouth College 


Theory of Accounts, by DR Scott. Henry Holt and Company, New York, 
1925. xi, 284 pp. 


Perusal of this volume raises the question, what portion of a text on 
accounting should be allotted to (a) economics, (b) finance, and (c) in- 
dustrial history? No answer will meet with universal approval because each 
instructor has his own theory regarding the desirable content of accounting 
courses. A considerable part of this volume treats of matter more or less 
foreign to the field of accounts. 

Some teachers regard practical technique as the proper subject matter for 
most if not all accounting courses. Others believe that teaching the practical 
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technique of accounts only burdens students with details they cannot use; 
consequently, that accounting instruction should be primarily theoretical. 
The author’s position in this regard is shown in this excerpt from his pre- 
face: “The best college preparation a man can have for a special field of 
work like accounting is a good theoretical training in his specialty supple- 
mented by similar training in as many related fields as his limited time will 
permit.” 


Although this may be correct, it does not follow that subject matter of 
related fields should comprise a considerable part of the accounting course 
itself, as is the case with this book. It contains many pages of material de- 
rived from related fields. No doubt some of this is essential to the presenta- 
tion of accounting theory, but the omission of some of it would not have 
detracted from the book’s good qualities. The first chapter discusses such 
diverse topics as: Stanley’s expedition to Africa, cultural influence of writ- 
ten language, history of accounts’, machinery of control, manufacturing ac- 
counts, the accounting profession, and government control through accounts. 


Following are chapters on the balance sheet And income statement, balance 
sheet analysis, income statement analysis, the ledger (where appears the 
first detailed explanation of debit and credit), and the trial balance (where is 
introduced a discussion of mixed accounts and the ten-column statement). 
This concludes Part I. 


Part II contains three chapters dealing with the bookkeeping process, ac- 
counting for large-scale trading, and the voucher system, respectively. 


Part III relates to proprietorship, having chapter headings on partner- 
ships, corporate proprietorship, surplus and dividends, and reserves, reserve 
funds, and depletion. 


Part IV, comprising a third of the book’s pages, treats of valuation of 
inventories, discounting assets to a present basis, depreciation, and the ap- 
plication of principles to special cases. It concludes with a discussion of 
valuation for rate making purposes and a general summary. 


The book possesses features that are undoubtedly admirable. Written in 
excellent English, it is generally well arranged. It possesses illustrations 
which adequately supplement the text. 


Here and there the author takes a position contrary to accepted practice. 
He states that inventory taking according to the rule, cost or market, which- 
ever is lower, is “haphazard conservatism,” and that this “is no better than 
haphazard conservatism in the choice of business policies generally.” Instead, 
he approves taking inventories at market price, carrying the difference be- 
tween cost and market to a reserve. ‘When properly handled the offsetting 
credit arising when the goods are marked up from cost to market price is car- 
tied to a reserve account in the ledger which will be debited when goods are 
marked down from cost to market price.” Other variations from orthodox 
theory and practice occur. 


A. SALiers. 
Northwestern University 
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Cost Accounting Principles and Practice, by J. P. JonpaAN and GouLp L, Hag. 
kIs. The Ronald Press Company, New York, 1925. viii, 562 pp. 


“Cost Accounting Principles and Practice” is a revision of the book pub. 
lished in 1920. The subject matter has been rearranged and some new mate- 
rial added. 

The book presents first a number of general considerations, then takes 
up the flow of cost data beginning with the details of accounting for mate- 
rials, labor, and burden, and leads up to financial statements. The last 
chapters are devoted to such special problems as joint and by-product costs 
and interest. 

The chapters which deal with the general cost procedure are quite thor- 
oughly done and, in general, follow a beaten path, except that transportation 
charges are subjected to a much more careful analysis than has been cus- 
tomary. The authors point out that incoming transportation charges do 
not necessarily apply to purchases of material, but may apply to goods re- 
turned by customers, samples not covered by purchase orders, goods refused 
or condemned by the company, and receipts of a miscellaneous nature. 
Outgoing transportation charges are classified as covering shipments of sales, 
shipments of returned purchased goods, shipments of samples, and miscel- 
laneous shipments. Accounting procedure is developed to cover all cases. 
The chapter dealing with methods of applying burden is not as carefully 
done as are other sections dealing with procedure, and seems to indicate such 
a decided bias in: favor of the labor-hour method that its disadvantages are 
minimized. 

The greatest merit of this text lies in a statement of the purpose of cost 
accounting. The fallacy that cost fixes selling prices is disposed of and 
the fact admitted that: “Selling prices are largely controlled by economic 
and trade conditions. Exceptions to this exist, but they are rare.” The 
notion that costs will enable the manufacturer to eliminate unprofitable 
lines is also declared to be invalid in many cases. The first purpose of the 
cost system is to supply accurately the figures which furnish dependable 
guidance to those responsible for the conduct of the various phases of the 
business. The idea of costs as a working tool for eflicient management is 
emphasized throughout the text and suggestions are made as to methods by 
which this function may be effectively performed. 

It is regrettable that, after having emphasized the limitations of cost 
figures in fixing selling prices of products, the writers should so often, by 
inference if not direct statement, suggest that selling prices can be fixed by 
refrence to costs. On page 441, for example, the statement appears: “Another 
factor which enters into the situation is the purpose of ascertaining the 
costs—whether for inventory pricing or to determine selling prices,”* and 
similar statements are numerous. 

The arrangement of material in the revised text is a decided improvement 
over the earlier work. That the present arrangement is not entirely satis- 
factory, however, is evidenced by the fact that in the early chapters ref- 
erences are necessary to nearly every chapter in the text and some terms 
such as “estimated cost system’’ are used without definition or explanation. 
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Chapter 36, after one page of textual material, presents a classification of 
accounts and journal entries for an average foundry based on “Standard 
Foundry Cost Systems” published by the American Foundry Men’s Asso- 
ciation. The appendix would seem to be a more appropriate place for this 
material. 

The chapter on interest as a cost will probably please neither the camp of 
the inclusionists nor that of the exclusionists, the suggested treatment being 
that interest on the value of some assets should not be included in costs. 
The dividing line is drawn on the basis of whether or not the inclusion will 
give those responsible for the management of the property a surer guide 
for the efficient use o* the plant. By ignoring the older arguments of a 
theoretical nature, a rational support has been built up for the procedure 
recommended. 

R. B. 
Lehigh University 


Cost Accounting, by W. B. LAwrENcE. Prentice-Hall, Inc., New York, 1925. 
xiv, 528 pp. 


For those desiring a comprehensive survey of cost accounting principles, 
presented in a thoroughly readable fashion, this book is excellent. The 
objects of the book are stated to be “a course in cost accounting and a 
reference for cost accountants in manufacturing enterprises’; these ob- 
jects the book fills admirably. 

The author has conservatively refrained from recommending certain pro- 
cedures, the principles of which are still debatable. Thus he rather naively 
rejects the somewhat new theory that the cost of receiving and storing mate- 
rial adds value to the materials stored, by saying: “In the first place the 
work of receiving consists chiefly of verifying the receipt of the correct 
quantity and kind of material. Merely to know that what is is as it should be 
cannot be considered as an increase in value, no matter how desirable the 
knowledge may be. In the second place, if an ideal manufacturing con- 
dition could be maintained it would be unnecessary to store the material, 
because it would be consumed as soon as it was received; hence storage does 
not add to the value of the material but only affords a convenience to the 
manufacturing department.’ Nevertheless, these very costs (receiving and 
storing and also purchasing) are given inventoriable value, by the author, 
through the route of factory expense. This is somewhat inconsistent even 
though we admit that all costs of factory operation create inventoriable 
values ; it is inconsistent in that the author allocates the receiving and handl- 
ing charges to product after the identity of the materials received and 
stored has been largely lost. Material burden (purchasing, receiving, and 
storing expense) is finaly distributed to manufacturing departments on the 
basis of the relative total labor hours of the departments. It is extremely 
difficult to understand how a fair proration of material burden to product 


*Italics are reviewer’s. 
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can be obtained through the use of the departmental labor hour method. The 
result would naturally be to burden product unduly in those departments 
where much labor was expended thereon; the bulk or the value of the mate- 
rials worked on would be disregarded. It would seem that an expense can 
best be allocated where the service giving rise to it is rendered. Material 
burden arises out of the purchasing, receiving, and storing of materials; if 
applied to material as stored or as it leaves the storeroom, variables as to 
values and bulk can be given full consideration. 

The book is filled with valuable illustrations having a great practical 
significance. At the same time, the suggested forms for cost recording are 
very helpful. The daily time report on page 161 might have been improved 
in one respect by providing for the machine or production center number. 
This would be of value wherever factory expense was added to product 
cost on the machine hour rate basis, because upon that basis every direct 
laborer works at either a machine or a production center, and the daily 
time report would then automatically record the machine time. Forms are 
lacking to show how machine time is recorded and finally assembled against 
production orders. 

Mr. Lawrence’s chapter entitled ‘Interest on Investment” very adequately 
marshals the arguments on both sides, and clearly defines the issues. With- 
out any acerbity, the author then gives his own opinion and states frankly 
his opposition to the inclusion of interest in cost. This position in turn 
apparently aroused his charitable instincts, and he immediately provides a 
suggested accounting procedure for those who do favor the inclusion of 
interest as cost. This is a real indication of Mr. Lawrence's fair-mindedness. 

It is refreshing to note, although Mr. Lawrence has not gone into any of 
its details, that the application of cost accounting principles to selling and 
administrative expenses is strongly urged. This is indeed a fertile field and 
no cost text of the future should be considered complete that does not dig 
into the very vitals of the variable and intricate problems of product dis- 
tribution costs. 

It has been a real pleasure to review Mr. Lawrence’s book because it is 
so purely educational and because it is so free from “isms.” The book is 
indeed well adapted for student use and yet may be read with considerable 
advantage by the seasoned practitioner. 


W. B. CASTENHOLZ. 
La Satle Extension University 


Managerial Accounting, Volume I, by James O. McKinsey. University of 
Chicago Press, Chicago, 1924. xiv, 655 pp. 


As a departure from the conventional text on accounting practice and 
theory, and as representative of the distinctive approach to the teaching of 
business characterized by the author’s school, this book is of special interest 
to instructors of accounting. Based on Professor Marshall’s well known out- 
line in which accounting and statistics are the measuring aids for executive 
control of business operations, the book develops its thesis along four lines. 
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First, there must be organization in order to establish the “controller func- 
tion” and to make it effective. Second, that function operates through the 
formulation of a system of standards and records which involve not only 
the currently recorded accounting data, but statistical and “paper work” 
material utilized in planning and executing preconceived programs and 
policies. The third element is a system of reports for executive use which 
creates the control desired. Finally there runs throughout the book a fine 
distinction between the functional duties of the controller’s department in 
each of the other executive and operating departments, and line activities 
of that department in establishing and operating the system of control. 
Volume I carries the discussion through the sales, purchasing, traffic, and 
production activities, while a second volume is promised covering personnel, 
plant and equipment, branches, liabilities, finance, and profits control. Ex- 
cellent and suggestive question and problem material is to be found in 
abundance at the conclusion of each chapter. 


This outlook on the accounting process is much needed in instructional 
work in this field in contrast with the wealth of material which exists along 
the lines of public accounting, costing, analysis, and theory. It is the best 
presentation in a single volume of the possibilties of aid to management 
through the operations of the accounting staff which the reviewer has seen. 

In the author’s own words “this text is but a humble beginning in the 
development of accounting literature from the managerial point of view.” 
He prophesies that “much fruitful work will be done in this field in the 
immediate future.” Under these circumstances critical comment on the man- 
ner in which the treatment seems unsuited for particular curriculum or is 
ill proportioned in emphasis can readily be indicated. While a knowledge, 
at least, of elementary accounting is presupposed, the material covering 
purely accounting technique is a relatively small proportion of the book 
and not sufficient to give the student the basic training in that subject were 
he to pursue the field no further. The concurrent problems are mostly of 
the discussion or “reporting on opinion of the situation” type, which could 
well be supplemented by more concrete material involving figures and compu- 
tations, which, after all, are the data with which the accountant works and 
in which he must become proficient. 


The book is replete with conceptions embodied in the terms “standard,” 
“record,” “control,” “report,” and “budget,” and constant reference is made 
to “plan,” “program,” and “policy.” More precise differentiation between 
the different meanings of these terms, their interrelation, and their use in 
the formulation of executive judgment would be of value. For example; 
“standard” is found to mean three things: merely a prescribed routine of pro- 
cedure; a relationship in organization, finance, or operations; and, finally, 
& measure by which performance can be gauged. It is quite a different 
thing to standardize an item, for instance, as selling expense, to compute the 
ratio of such item to sales in a standardized report, and to establish from a 
careful study of markets and costs what such an item should amount to in 
view of an established policy, program, or plan of selling. The degree of 
control exercised over such an item would depend upon the principle followed 
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in entering it in the record and report. Much of the confusion in classifica- 
tion in accounting comes from a lack of appreciation of the use to which 
it may be put. More emphasis on these distinctions would better equip stu- 
dents to organize effective procedures along the lines Professor McKinsey so 
adequately suggests. 

Business organization is one of the subjects difficult to vitalize in writing 
or teaching. But the author has built up an excellent and logical case for 
a well knit organization to effect the controllership function. While there 
are to be found successfully operating in business different types of organ- 
ization from that so well presented in this book, it is a most commendable 
piece of work. The style is clear and lucid, characteristically logical, and 
though handicapped somewhat by the didactic nature of the subject, is so 
suggestive that it lends itself readily to both student assimilation and effect- 
ive teaching. The book will doubtless be a factor in influencing accounting 
thought and literature. 

JOHN J. REIGHARD. 
University of Minnesota 


Retail Accounting and Control, by Apert C. Hoper. The University of 
Chicago Press, Chicago, 1925. xx, 539 pp. 


“Retail Accounting and Control” is one of the books in the University of 
Chicago series, “Materials for the Study of Business.” It therefore joins 
the family of business literature that already includes such texts as McKin- 
sey’s “Managerial Accounting.” This new book by Professor Hodge well 
merits the relationship. ‘Retail Accounting and Control” is a distinct con- 
tribution to the literature of accounting and administration; the author has 
done a piece of work of which both he and his school may well be proud. 


It would appear that there are comparatively few universities offering 
courses where this text can be used for other than reference purposes, but 
every certified public accountant and every department store executive should 
have a copy in his library. 


Professor Hodge states in his preface that the “volume is the result of 
six years of research and study, by the author and his students, in the 
field of control as applied to large-scale retail business.”” One who has been 
engaged in considerable public accounting work for smaller department 
stores would, therefore, hesitate to criticize the scope or content of the 
text. It is probably true, however, that there are very few department 
stores, even the largest, that have anywhere near all the control methods 
which Professor Hodge so clearly and definitely explains. Obviously, this 
comment evidences one of the most valuable features that could be assigned 
such a book. Many an accountant and a department store executive will 
find within its pages so many helpful suggestions and well thought out plans 
that the book will be referred to frequently in actual business life. Space 
does not here permit commenting upon the accounting and control advocated 
for the many sections and divisions of the department store business. 
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With the combination of the Controllers’ Congress of the National Dry 
Goods Association (and the excellent work they are continuing to do) and 
the text, “Retail Accounting and Control,’ a most substantial ground work 
has been established in a very important field. What progress would be 
noted if other national associations and other “Hodges” would only realize 
the opportunity and start work on a program similar to that in the depart- 
ment store field! 


Professor Hodge has handled a rather difficult task exceedingly well; i. 
e., he has gone into a field where a so-called “uniform” system was already 
in use and has explained it and criticized it, in such an effective way that 
he probably has received the thanks of the Controllers’ Congress for the work 
he has done; he at least deserves them. 


The following quotation from page 194 well states the situation: 


“One of the main purposes of the plan put forth by the Association (Con- 
trollers’ Congress) is to furnish a uniform system of accounting-and-expense 
procedure for all retail stores. In designing this plan they evidently were not 
interested in getting theoretical accuracy, but in getting a workable system 
built on accepted practices. They wanted to standardize the methods used 
in finding operating costs, expenses, profits, etc., so that comparisons could 
be made between various stores. 

“If the plan were to be adopted by conservative business men it could 
not be too revolutionary or involve too great an upheaval in the existing 
practices. Consequently, it must make considerable use of methods already 
in use. Furthermore, after the plan was once published and adopted by the 
retail stores, radical changes could only be made with difficulty. 

“From this it can be seen that the Association was hampered in deciding 
upon a standardized accounting-and-expense procedure. On the other hand, 
in the system suggested in chapters VIII, IX, and X, the writer was un- 
hampered by these considerations. This may explain some of the differences 
between the two, though certainly not all of them. 

“No criticism of the Association plan will be given beyond what might 
be inferred from the foregoing. It represents a formulation of some of the 
best current practice, and while not theoretically perfect, is a long step in 
advances of much of the practice to be found in retail stores at present.” 


Although the great practical value of the book has been stressed, the 
arrangement of each chapter follows a very definite teaching procedure, and 
the book should therefore be very certain of adoption in those schools of- 
fering courses in this general field. The questions for class discussion and 
the exercises at the close of each chapter offer ample opportunity for ap- 
plying chapter content. An appendix of ninety pages contains the following 
four cases: Case I—Wilson Bond & Co., Retailers, Wholesalers, Manufactur- 
ers, Importers; Case II—A Merchandise Budget in a Department Store; 
Case III—A High Grade Specialty Shop; and Case IV—The Taylor Stores— 
An Experiment in Co-operative Merchandising. They are decidedly interest- 
ing and instructive. 

F. H. 
University of Wisconsin 
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Mathematics of Accounting, by A. B. Curtis and J. H. Cooper. Prentice- 
Hall, Inc., New York, 1925. 388 pp. 


The titles of a few chapters from “Mathematics of Accounting” will give 
an idea of the scope and intent of the book. In Part I, chapter 1 is given 
as “Suggestions for the Accountant,” containing notes pointed toward a 
greater facility in such basic matters of the accountant’s equipment as ad- 
dition, subtraction, multiplication, and division; chapter 3 presents the 
fundamentals of computations involving fractions; 5, 6, and 7 have to do 
respectively with merchandise control, the gross profit test, and financial 
and operating ratios; 9 and 10 treat of simple interest and bank discount; 
17 is entitled “Fundamentals of Algebra,” and is followed by a very prac- 
tical discussion of computations involving linear equations with one or more 
unknowns; the remainder of Part I is made up of such chapters as those 
which offer a working knowledge of the problems touching logarithms, log- 
arithmic charts, the computation of goodwill, installment sales, and foreign 
exchange. Part II has the following chapters: “Compound Interest,” 
“Ordinary Annuities,” “Special Annuities,” “Bond and Bond Interest Valu- 
ations,” “Asset Valuation Accounts,” and “Building and Loan Associations.” 
Added are appendix A with “Miscellaneous Problems” and B with “Tables.” 


Altogether the volume gives the accounting student a working grasp of 
the essentials of mathematical procedure called for in the solution of his 
practical problems. :On the one hand it affords excellent training in the 
whole field of everyday computation; on the other, it constitutes an in- 
valuable reference book for the book-shelf of both the student and the prac- 
ticing accountant. Perhaps its most noteworthy contribution is a bridging 
of the gap between the formally-trained mathematician and the person who, 
although standing in need of knowledge and facility with respect to mathe- 
matical computation, has enjoyed neither the time nor opportunity to begin 
from the groundwork of mathematical study. Method and procedure are 
invariably given in parallel terms of the abstract and the concrete, of the 
symbolical and the directly interpretative, and in such a way as to render 
one quite independent of tabular aids (although not omitting to acquaint 
him with the utility possessed by these aids). 


Although the entire book is of great value to the student and practitioner 
of accounting, to the reviewer Part II stands as the more significant con- 
tribution to accounting literature. Altogether too little is known about the 
mathematics of investment, and work of the sort in hand has a way of 
putting the subject and of entering into the library of the general worker in 
accounting which can not help doing wonders toward making up the defic- 
iency. Knowledge of the precise, mathematical way of carrying bond and 
annuity investments is of course indispensable to an intelligent, practical 
cutting-of-corners or approximation of results. In particular, the author’s 
offering with respect to serial bond vaiuation and yield determination calls 
for favorable mention, despite the absence of any treatment of the subject of 
annuity bonds, at all events so far as the reviewer is able to discover such 
a thing. 
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If there is any noticeable weakness in the volume it may be said to be 
in a seemingly deliberate attempt to keep away from anything which should 
smack of discussion. Of course in a book of its character, discussion as 
such is quite out of place. But “out of discussion comes light,” and a little 
bit of light might stand the student in good stead when meeting such phrases 
as “the average annuity price,” “series of annuities,” and “cumulative present 
worth of annuities.” Brevity which runs to utter silence is the soul of wit } 
become witless. In addition to this possible weakness are three or four 
errors of haste or carelessness, such as the use of “Effective Rate” on page 
310, where “Nominal Yield Rate’ should have been used, and the mis- 
placing of June 30 and December 31 semiannual interest payments in the di- 
agrammatical interpretation of the serial loan of page 293. But when con- 
sidered in the light of the contribution of “Mathematics of Accounting” as 
a whole, such matters as these may be set down as trifles. 

R. G. WALKER. 
University of Iowa 


4 
j 


UNIVERSITY NOTES 


UNIVERSITY COLLEGE OF COMMERCE OF ATHENS 


Announcement has been received that a “System of Lessons of Account- 
ing,” by Professor C. Panayotopoulo, has just been published. 


UNIVERSITY OF CALIFORNIA (Southern Branch) 

Mr. Rollin C. Hill is completing his work for an M. B. A. at Harvard, 
specializing in accounting. 

Professor Ira N. Frisbee, C. P. A., has opened public accounting offices in 
Beverly Hills, a growing suburb of Los Angeles. 

The Department of Economics will offer one semester courses in cost ac- 
counting and auditing during the coming academic year. 


UNIVERSITY OF CINCINNATI 


Mr. F. F. Jordan, associate professor of marketing, has left the univer- 
sity to accept a position with the Emery Candle Company. Mr. R. R. Shar- 
rock, formerly of the College of the City of Detroit, has been appointed assis- 
tant professor of marketing. 

Professors R. A. Stevenson and R. EB. Taylor are publishing a book of 
problems and exercises. The book will appear in May through Macmillan Co. 


CoRNELL UNIVERSITY 
The courses in hotel management now being offered in the College of 
Home Economics include two required courses in hotel accounting and the 
general elementary accounting. The hotel accounting work is in charge 
of Mr. Toth, and consists of one course for the junior year and one for the 
senior. 


DARTMOUTH COLLEGE 
Mr. Archie M. Peisch, in charge of the accounting courses in the Amos 
Tuck School of Business Administration and Finance, has been recently ad- 
mitted to membership in the American Institute of Accountants. 
A study of the earnings and rates of turnover in music stores has just 
been completed in the department. 


GeorGIA INSTITUTE OF TECHNOLOGY 

The following members of last year’s staff have left the institution: J. 
M. Watters, professor of commerce; J. B. Braddock, instructor in advertis- 
ing; J. B. Hosmer, instructor in journalism; William T. Ward, associate in 
advertising. 

New members of the staff are: V. I. Pinkstaff, instructor in economics; 
L. L. Antle, instructor in accounting; J. R. Duggan, instructor in advertis- 
ing; EB. B. Sanders, instructor in accounting. Mr. Sanders will be leaving 
the department in June. 

Mr. Wayne K. Rivers has received his C. P. A. Mr. Thomas W. Noel is 
serving as secretary of the Georgia Society of C. P. A.’s. Mr. Noel, Mr. 
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Rivers, and Mr. Sanders have been practicing with Rivers and Co., C. P. A.’s. 

Accounting has been moved from the freshman year to the sophomore, 
and two years are still required in the school. About seventy-five will grad- 
uate in commerce, of whom twenty are accounting majors. Marketing seems 
to be the popular course at the present time. 


GrorGIA UNIVERSITY 


Mr. W. Mason Smith is .caving the department in June to resume grad- 
uate work at Northwestern University. 

Jost Accounting and Advanced Accounting Problems have been expanded 
into full year courses and will be given each academic year. 

Thirty-two will be granted the degree of Bachelor of Science in Com- 
merce this year. 


Harvarp GRADUATE SCHOOL OF BUSINESS ADMINISTRATION 


Professor J. Hugh Jackson will go to Stanford University for one year 
as head of the Department of Accounting of the new Graduate School of 
Business. Professor Ross G. Waiker of the University of Iowa becomes 
assistant professor of accounting as of September 1. 

Professors Jackson and Sanders, and Mr. Sproul, have just published 
through Ginn & Company a text for secondary school and college use under 
the title, “Accounting and Business Knowledge.” 

The new buildings of the School, now being constructed under the George 
F. Baker bequest, are expected to be sufficiently advanced for occupancy by 
October 1 by the entire School, which will thus for the first time have a 
home of its own. 


INDIANA UNIVERSITY 


Mr. R. M. Mikesell was granted an M. S. in accounting. 

A new course, “Mathematical Introduction to the Theory of Statistics,” 
will be required of all sophomores this fall. Professor A. L. Prickett and 
H. T. Davis are completing a text on this subject which will be used in the 
course. 

The seminar class is initiating a study of ratios and standards which has 
made considerable progress. Professor Prickett and Mr. Mikesell are also 
beginning a study, to take several years, which will attempt to determine 
the proportion of time to be allotted to each fundamental of accounting 
method. 


UNIVERSITY OF KENTUCKY 


Professor H. B. Eversole is leaving the university to accept a position 
in accounting at Iowa State University. Mr. Paul C. Taylor, who holds a 
C. P. A. certificate from the State of Illinois, will come to the University of 
Kentucky as associate professor of accounting. Mr. Taylor is a candidate 
for the degree of Ph. D. from the University of Illinois in June. Professor 
8. E. Leland is on leave of absence and is studying at the University of 
Chicago. He is a candidate for the degree of Ph. D. in June. 
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La SALLE EXTENSION UNIVERSITY 

Mr. W. R. Thompson, C. P. A., resigned and left the school in February 
and is now with the Millwork Cost Bureau, Chicago. 

Professor Castenholz is revising his ‘Auditing Procedure.” The course in 
C. P. A. Problems has also been revised. 

Professor Castenholz was elected vice-president of the National Associa- 
tion of Cost Accountants at their Detroit convention in June, 1925. At the 
convention he conducted a session on “Administrative and Selling Costs,” 
and has addressed six of the local chapters on that topic. He also addressed 
the regional conference of the American Institute in Minneapolis, May 15. 


UNIVERSITY OF MICHIGAN 

Mr. S. L. Horner, instructor in accounting, has accepted a position in the 
treasurer’s office of General Motors Corporation, New York City. 

Tentative plans have been made to give selected students from the fifth- 
year accounting class in the School of Business Administration an oppor- 
tunity to gain actual experience in offices of public acconutants during the 
season, January 15 to March 15. It is expected that the students selected 
will be relieved of all regular school work during this period and will receive 
compensation as juniors. A considerable number of firms in Detroit have 
indicated their desire to cooperate. 

Professors Paton and Ross have formed a partnership to practice public 
accounting, with offices in the State Savings Bank Building, Ann Arbor, 
Michigan. 


UNIVERSITY OF MINNESOTA 


A new instructor in accounting will be added to the staff for next year. 
The regents have just created the position of “auditor and financial adviser 
to student publications.’ Mr. Heilman has been taking care of this work 
for the past five years with the aid of senior students but it was felt that 
the work required more attention than could be given to it in this way. A 
member of the accounting staff will probably be relieved of some teaching 
and take over this work. 

Mr. Reighard was chairman of the Program Committee for the meeting 
of the regional meeting of the American Institute of Accountants in Min- 
neapolis, May 15. 

Mr. C. E. Hallin, a graduate of the accounting course, has recently been 
appointed regional finance director for the Near East Relief with headquar- 
ters in Athens. 


STATE UNIVERSITY OF MONTANA 

Clyde E. Burgess, associate professor of finance, will probably do ad- 
vanced work at Johns Hopkins University for his Ph. D. Mr. Alva Rees, 
instructor in business administration, will also spend the year in study. Mr. 
8S. J. Coon is now studying at the University of Chicago. 

Mr. B. R. Sanford, who holds a California C. P. A. certificate, was granted 
a reciprocity certificate in Montana. Both states use the American Institute 
examinations. Mr. Sanford is chairman of the university committee dealing 
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with matters related to C. P. A. certificates in this state. 

A new course, “Methods of Teaching Commercial Subjects in Secondary 
School,” will be offered this summer by Professor Sanford. 

The department is conducting research work in the methods employed 
in municipal accounting in the state, which it is hoped to complete this year. 


NORTHWESTERN UNIVERSITY 


Wieboldt Hall, future home of the School of Commerce, is now being 
erected on the University’s new campus—the Alexander McKlintock Memo- 
rial Campus—at Lake Shore Drive and Chicago Avenue. This hall was 
made possible by the gifts of the Wieboldt Foundation and by students, 
alumni, and various business organizations throughout the city. It is to 
cost approximately $1,000,000. 

The building is to be equipped with the most modern facilities for carry- 
ing on education in business, and will be ready for occupancy in September, 
1926. 


UNIVERSITY OF PENNSYLVANIA 


The department of accounting announces the death of Mr. Thomas J. 
Murphy, for the past five years instructor in the department, who succumbed 
to an attack of pneumonia this winter. Mr. A. C. Wilt has been appointed 
instructor in accounting. 

Dr. William D. Gordon has been appointed professor of accounting and 
Mr. George A. McFarland, associate professor of accounting. 


UNIVERSITY OF PITTSBURGH 

Mr. H. H. Wade, graduate assistant in accounting, goes to the University 
of Iowa. Mr. Donald W. Kennedy, instructor in accounting, has completed 
his work for the doctor’s degree at Pennsylvania. 

Dr. Charles Reitell, head of the accounting department, is associated with 
Sheppard and Co., Public Accountants. 

A new course is to be given in both day and evening divisions in “Ad- 
vanced Accounting Problems,’ covering specialized fields of accounting. In 
the evening division a new course will be offered in “Public Utilities,” which 
will deal with finance, accounting, and law of this subject. 


UNIVERSITY OF RICHMOND 
The University of Richmond is now offering courses in both morning 
classes at Richmond College and in the Evening School of Business Admin- 
istration. The classes are in charge of Mr. L. B. Drury, and the co-operation 
of some practicing accountants is being secured for special lectures. 


SYRACUSE UNIVERSITY 


The graduating class of this year will include ten who receive the bachelor 
of science in acounting, eleven the B. S. in general business (major in ac- 
counting), and two the M. S. in business. 

M. 8. theses in accounting are being written on “Bank Cost Accounting,” 
and “Standardization of Financial Reports.” B. S. theses in accounting in- 
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clude the following: “Fraudulent Representations in the Balance Sheet and 
Profit and Loss Statement,” “System of Accounts for a Steam Laundry,” 
“The Modern Milk Plant.” 
Thirteen major students in the accounting department worked as members 
of the audit committee of the Syracuse Community Chest Campaign in May. 
It is planned to begin seminar and thesis work in the junior year next 
year, in order to encourage students to devote more time to this work. 


UNIVERSITY OF TENNESSEE 


Professor Harvey G. Meyer received an M. A. degree from the University 
of Wisconsin last August. 

The University has changed from the semester to the quarter plan with 
a consequent expansion of all the semester courses in accounting to two 
quarter courses. All students in the School of Commerce are required to 
take five quarters of work in accounting. 

The department is making a study of methods of teaching auditing, par- 
ticularly from the problem side. Professor Meyer has recently published 
in mimeographed form an “Audit Practice Case.” 


UNIVERSITY OF TEXAS 


Two new instructors in accounting will be added to the staff. Mr. H. 
O. Willborn, now a tutor, will fill one of these positions. 

Professor Lay will offer a new course in “Research in Accounting and 
Management” for graduates only. Also a senior course in “Business Con- 
trol” will be added: to the spring quarter of the senior year. 

The active chapter of Beta Alpha Psi (twenty-three members) has pur- 
sued a year’s study program on “professional considerations in the field 
of accounting. 

A coordination plan by which junior and senior students are out of school 
the winter quarter each year, working as juniors for public accountants 
or in the accounting departments of industrial firms, is being tried out this 
year. Adjunct Professor Ribbink is serving as coordination officer in making 
the placements. 

The education department has cooperated with the accounting department 
this year in a study program dealing with the pedagogical problems met by 
accounting instructors. 

Professor Chester F. Lay is working on the development of a standard 
achievement test for students who have completed the course in accounting 
principles. As far as the department know, this is the first attempt to do 
this for accounting, though the achievement tests developed in other fields at 
Stanford and other universities have been found of great value to teachers 
of those subjects. 


WASHINGTON STATE UNIVERSITY 
Dean Lewis is to be in Italy on sabbatical leave during the year 1926-27, 
and Professor Cox, head of the accounting department, will be acting dean 
during his absence. 
Mr. McConachy has been made president of the state C. P. A. examining 
board. 
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